University of Mississippi

eGrove
Industry Guides (AAGs), Risk Alerts, and
Checklists

American Institute of Certified Public
Accountants (AICPA) Historical Collection

1-1-2008

Depository and lending institution industry developments - 2008;
Audit risk alerts
American Institute of Certified Public Accountants

Follow this and additional works at: https://egrove.olemiss.edu/aicpa_indev
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
American Institute of Certified Public Accountants, "Depository and lending institution industry
developments - 2008; Audit risk alerts" (2008). Industry Guides (AAGs), Risk Alerts, and Checklists. 1078.
https://egrove.olemiss.edu/aicpa_indev/1078

This Book is brought to you for free and open access by the American Institute of Certified Public Accountants
(AICPA) Historical Collection at eGrove. It has been accepted for inclusion in Industry Guides (AAGs), Risk Alerts,
and Checklists by an authorized administrator of eGrove. For more information, please contact
egrove@olemiss.edu.

2008

A m e r i c a n I n s t it u t e o f C e r t if ie d P u b l i c A c c o u n t a n t s

A U D IT

R IS K

A L E R T

Depository and
Lending Institution
Industry
Developments

Strengthening Audit I ntegrity
Safeguarding F inancial R eporting

AICPA

2008

A U D IT

R IS K

A L E R T

Depository and
Lending Institution
Industry
Developments

Strengthening A udit I ntegrity
Safeguarding F inancial R eporting

Copyright © 2008 by

American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting permission
to make copies of any part of this work, please visit www.copyright.com or call
(978) 750-8400.
1 2 3 4 5 6 7 8 9 0 AAP 0 9 8
ISBN 978-0-87051-788-4

Depository and Lending Institution Industry Developments—2008

iii

Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial statements of
banks, credit unions, and other financial institutions with an overview of recent
economic, industry, technical, regulatory, and professional developments that
may affect the audits and other engagements they perform.
This publication is an other auditing publication as defined in AU section
150, Generally Accepted Auditing Standards (AICPA, Professional Standards,
vol. 1). Other auditing publications have no authoritative status; however,
they may help the auditor understand and apply the Statements on Auditing
Standards.
If an auditor applies the auditing guidance included in an other auditing publi
cation, he or she should be satisfied that, in his or her judgment, it is both rele
vant to the circumstances of the audit and appropriate. The auditing guidance
in this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This doc
ument has not been approved, disapproved, or otherwise acted on by a senior
technical committee of the AICPA.
Kenneth R. Biser, CPA, MBA
Technical Manager
Accounting and Auditing Publications
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How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your au
dits of financial institutions and other lenders. This alert can also be used by
an entity's internal management to address areas of audit concern. This alert
provides information to assist you in achieving a more robust understanding
of the business, economic, and regulatory environments in which your clients
operate. This alert is an important tool in helping you identify the significant
risks that may result in the material misstatement of financial statements.
Moreover, this alert delivers information about emerging practice issues and
current accounting, auditing, and regulatory developments.
.02 This alert is intended to be used in conjunction with Comprehen
sive Audit Risk Alert—2008 (product no. 022339kk). This alert can be ob
tained by calling the AICPA at (888) 777-7077 or visiting www.cpa2biz.com.
You should refer to the full text of accounting and auditing pronouncements
as well as the full text of any rules or publications that are discussed in this
alert.

Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement
.03 An auditor must obtain a sufficient understanding of the entity and
its environment, including its internal control, to assess the risks of material
misstatement of the financial statements whether due to error or fraud, and to
design the nature, timing, and extent of further audit procedures. An auditor's
understanding of the entity and its environment consists o f an understanding
of the following aspects:
•

Industry, regulatory, and other external factors

•

Nature of the entity

•

Objectives and strategies and the related business risks that may
result in a material misstatement of the financial statements

•

Measurement and review of the entity's financial performance

•

Internal control, which includes the selection and application of
accounting policies

.04 The financial institutions industry may be subject to specific risks
of material misstatement arising from the nature of the business, the degree
of regulation, or other external forces (for example, political, economic, social,
technical, and competitive forces).
.05 The auditor should obtain an understanding of the entity's objectives
and strategies and the related business risks that may result in material mis
statement of the financial statements. Business risks result from significant
conditions, events, circumstances, actions, or inactions that could adversely af
fect the entity's ability to achieve its objectives and execute its strategies, or
through the setting of inappropriate objectives and strategies. Just as the exter
nal environment changes, the conduct of the entity's business is also dynamic,
and the entity's strategies and objectives change over time. An understanding
of business risks increases the likelihood of identifying risks of material mis
statement. However, the auditor does not have a responsibility to identify or
assess all business risks. Most business risks will eventually have financial
ARA-DEP .05
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consequences and, therefore, an effect on the financial statements. However,
not all business risks give rise to risks of material misstatement.

.06 After obtaining a sufficient understanding of the entity and its envi
ronment, including its internal control, an auditor should identify and assess
the risks of material misstatement at the financial statement level and at the
relevant assertion level related to classes of transactions, account balances, and
disclosures based on that understanding.
.07 Understanding and properly addressing, as necessary, the matters pre
sented in this alert will help you gain a better understanding of your client's
environment, better assess risks of material misstatement of the financial state
ments, and strengthen the integrity of your audits.

Economic and Industry Developments
The State of the Economy
.08 When planning and performing audit engagements, an auditor should
understand the economic conditions facing the industry in which the client op
erates. Economic activities relating to factors such as interest rates, availability
of credit, consumer confidence, overall economic expansion or contraction, in
flation, and labor market conditions are likely to have an effect on the entity's
financial statements being audited.
Unprecedented Events in the Financial Markets
.09 During 2008, unprecedented events occurred in the financial markets,
including the failure of a major investment bank, acquisitions of several in
vestment and commercial banks (including some that required assistance from
federal agencies), and the placement into conservatorship of Fannie Mae and
Freddie Mac. Further, several foreign financial institutions received assistance
from their national governments, or entered into similar acquisition agree
ments. Additionally, on September 17, 2008, a significant, publicly registered
money market fund declined below the industry standard of $1.00 per share on
a market value basis due to a combination of holdings of short-term securities
issued by the failed investment bank and major shareholder redemptions. As
a result of these events, the condition of the fixed income markets worsened.
Corporations and financial institutions generally recognized as creditworthy
began experiencing difficulty borrowing money in the financial markets for any
longer than an overnight basis. Of primary concern to depository institutions
was the decline in liquidity faced by the industry.
.10 The following sections detail some of the recent events that have af
fected the financial markets.

Lehman Brothers
.11 Many believed that the U.S. government would bail out Lehman, as
it had Freddie Mac and Fannie Mae. However, the government took a tougher
stance with Lehman, as it refused to provide a financial backstop to investors.
As Lehman's future looked bleak, it became clear that the best option was for
Wall Street firms to create a solution in which financing would be provided to
carve out some of Lehman's real estate exposure. Lehman's decline was due, in
part, to over exposure in real-estate investments.
ARA-DEP .06
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M errill Lynch
.12 As Bank of America backed off a purchase offer of Lehman, the bank
began to consider Merrill Lynch as a potential acquisition. The Bank of America
deal calls for a purchase price of $29 per share, for $44 billion total.

American International Group
.13 On September 16, 2008, the U.S. Federal Reserve Bank (FRB), with
the full support of the U.S. Department of the Treasury, authorized the FRB of
New York to lend up to $85 billion to the American International Group (AIG)
under Section 13(3) of the Federal Reserve Act. Terms and conditions of the
secured loan are designed to protect the interest of the U.S. government and
taxpayers. The FRB determined a chaotic failure of AIG could add to already
significant levels of financial market fragility. The purpose of this liquidity
facility is to assist AIG in meeting its obligations as they come due. This loan
will facilitate a process under which AIG will sell some of its businesses in
an orderly manner, with the least possible disruption to the overall economy.
The loan is expected to be repaid from the proceeds of the sale of the firm's
assets. The U.S. government will receive a 79.9 percent equity interest in AIG
and has the right to veto the payment of dividends to common and preferred
shareholders.
Development o f N ew Alert to Address Current M arket Conditions
.14 This alert discusses the current economic environment (including basic
measures of economic activity) and the economy's effect on the financial insti
tutions industry. In light of the economic situation, the AICPA is developing a
dedicated alert to address common accounting and auditing concerns relative
to current market conditions. Specifically, the alert will discuss resources to
assist in fair value accounting and its associated audit risks. Until that alert is
published, we encourage you to remain current on economic happenings. Please
visit www.cpa2biz.com for upcoming AICPA products, including the alert men
tioned here, to help navigate this trying time.
Basic Measures o f Economic Activity—Gross Domestic Product,
Unemployment, and Interest Rates
.15 The U.S. real gross domestic product (GDP), the broadest measure of
economic activity, measures output of goods and services by labor and property
within the United States and increases as the economy grows. According to
the Bureau of Economic Analysis, real GDP increased at an annual rate of 2.2
percent in 2007. According to 2008 third quarter advance estimates, real GDP
decreased at an annual rate of 0.3 percent, which is down significantly from
the 2.8 percent increase in real GDP during the second quarter of 2008.
.16 The unemployment rate remained relatively unchanged during 2007,
holding between 4.4 percent and 5.0 percent, with an annual average rate of 4.6
percent. However, during 2008, the unemployment rate has risen. As of October
2008, the unemployment rate was 6.5 percent, representing approximately 10.1
million people.
.17 The target for the federal funds rate remained stable at 5.25 percent
from June 2006 to September 2007, when the Federal Reserve began decreas
ing rates. Since the first rate decrease in September 2007, the Federal Reserve
has decreased rates a total of 4.25 percentage points to 1.00 percent as of the
ARA-DEP .17
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end of October 2008. The Federal Reserve noted in its October press release
that the pace of economic activity appears to have slowed markedly, owing im
portantly to a decline in consumer expenditures. Business equipment spending
and industrial production have weakened in recent months, and slowing eco
nomic activity in many foreign economies is damping the prospects for U.S.
exports. Moreover, the intensification of financial market turmoil is likely to
exert additional restraint on spending, partly by further reducing the ability
of households and businesses to obtain credit. Inflation has been high, but the
Federal Open Market Committee, which sets the nation's monetary policy, be
lieves that the decline in energy and other commodity prices and the weaker
prospects for economic activity have reduced the upside risks to inflation.

Emergency Economic Stabilization Act o f 2 0 0 8
.18 On October 3 , 2008, Congress enacted the Emergency Economic Stabi
lization Act (EESA), which embodies a systemic approach to the financial sector
crisis. The EESA expires on December 31, 2009 and is subject to extension to
October 3, 2010.
.19 The EESA is intended to restore financial sector liquidity and stabil
ity, protect the value of taxpayer assets (such as homes, savings and retirement
funds) and provide a return to taxpayers. The EESA authorizes the Treasury
secretary to establish the Troubled Assets Relief Program (TARP), whereby
the U.S. Treasury can purchase troubled assets from financial institutions, and
authorizes $700 billion as requested by the Treasury secretary for the imple
mentation of TARP. Upon authorization of TARP, up to $350 billion became
available for immediate use. The secretary is required to examine the long-term
viability of an institution in determining whether to directly purchase assets
under TARP. Financial institutions participating in TARP will be subject to
certain restrictions on executive compensation.
.20 At the time this alert was written, the Treasury had not acquired
any assets under TARP, but the Treasury had released the terms of its Capital
Purchase Program (CPP) and had finalized certain transactions under the CPP.
.21 Under the CPP, the Treasury proposed to invest up to $250 billion
in senior perpetual preferred stock and warrants in qualifying financial insti
tutions. In November 2008, the Treasury completed its $125 billion aggregate
investment in the nine banking organizations deemed to be systemically impor
tant. Funds received from the CPP will be includible in an institution's Tier 1
capital without limitation. Other institutions were required to apply by Novem
ber 14, 2008 to their appropriate federal banking agency for participation in
the program. The deadline for nonpublic stock institutions and mutual banks
has been extended as the Treasury develops term sheets applicable to these
institutions.
.22 Among other things, the EESA
•

requires the Securities and Exchange Commission (SEC), in con
sultation with the Federal Reserve and Treasury, to conduct a
study on mark-to-market accounting standards as provided in Fi
nancial Accounting Standards Board (FASB) Statement No. 157,
Fair Value Measurements, and to report to Congress within 90
days on its findings.

•

raises the Federal Deposit Insurance Corporation (FDIC) and the
National Credit Union Share Insurance Fund (NCUSIF) deposit
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insurance limits from $100,000 per account to $250,000 until De
cember 31, 2009, and temporarily raises the borrowing limits at
the Treasury for the FDIC and the NCUSIF.
•

details certain changes in the tax treatment (from capital to ordi
nary) of losses on the preferred stock of Freddie Mac and Fannie
Mae for financial institutions.

•

applies limits on executive compensation and golden parachutes
for certain executives of employers who participate in the auction
program.

•

extends current law tax forgiveness on the cancellation of mort
gage debt.

.23 For additional information on the EESA and its related programs, see
http://treasury.gov/initiatives/eesa/. On that Web site, you may also sign up for
EESA e-mail alerts to receive notification about current developments.

Industry Trends and Conditions
.24 The current economic conditions and resulting government interven
tion is directly and significantly affecting the financial institutions industry.
This section of the alert includes information on the state of the financial insti
tution, banking, credit union, financial services, and mortgage industries and
then turns to a discussion of the unprecedented events occurring in the industry
through the date of this writing.
The State o f the Financial Institutions Industry
.25 According to the FDIC Quarterly Banking Profile issued for the second
quarter of 2008, insured commercial banks and savings institutions reported
net income of $5.0 billion for the second quarter of 2008, the second-lowest
quarterly total since 1991 and $31.8 billion (86.5 percent) less than the industry
earned in the same period of the prior year. The decrease in earnings was
primarily driven by higher loan-loss provisions, which totaled $50.2 billion for
the period. This is more than four times the $11.4 billion quarterly total from
one year ago.
.26 The average return on assets (ROA) in the second quarter of 2008
was 0.15 percent, compared to 1.21 percent from one year earlier. For insti
tutions with assets greater than $1 billion, the average ROA in the second
quarter was 0.10 percent, down from 1.23 percent a year ago. More than half
of all insured institutions reported year-over-year declines in quarterly net in
come, and almost two out of every three institutions, or 62 percent, reported
lower ROAs. Almost 18 percent of all insured institutions were unprofitable
in the second quarter, compared to only 9.8 percent in the second quarter of
2007.
.27 Loan losses increased significantly during the second quarter o f 2008,
as loss rates on real estate loans increased sharply. Net charge-offs of loans
and leases totaled $26.4 billion in the second quarter of 2008, which is three
times the $8.9 billion charged off in the second quarter of 2007. The annualized
net charge-off rate in the second quarter was 1.32 percent, compared to 0.49
percent a year earlier and represents the highest quarterly charge-off rate for
the industry since the fourth quarter of 1991.
.28 The number of institutions filing quarterly financial reports fell to
8,451 at the end of the second quarter o f 2008, down from 8,494 at the end of the
ARA-DEP .28
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first quarter of 2008. Twenty-four new charters were added during the second
quarter of 2008, while 64 existing charters were merged into other institutions.
Two insured institutions failed during the quarter, bringing the total for the
first six months of 2008 to four failures. Three mutually owned savings banks,
with combined assets of $1.1 billion, converted to stock ownership in the second
quarter. The number of institutions on the FDIC's "Problem List" increased from
90 to 117 during the quarter. Assets of "problem" institutions increased from
$26.3 billion to $78.3 billion.

The State o f the Banking Industry

Other-Than-Temporary Impairments
.29 In a September 2008 press release, several banks expressed concern
over the accounting application of other than temporary impairments based
on preferred securities, collateralized mortgage obligations, and other mort
gage backed securities by auditors. The main issue is the accounting treatment
of mortgage and other debt investments whose values decline so much that
financial institutions might not be able to recoup what they paid for them.
Although the accounting treatment is subjective, many auditors are pressur
ing banks to record the investments as impaired. Banks disagree with the
accounting treatment being applied by some auditors, stating that they are
still able to collect principal and interest on the investments. In some cases,
banks have expressed the belief that the battered securities will rebound in the
future.
.30 FASB Staff Position (FSP) FAS 115-1 and FAS 124-1, The Mean
ing o f Other-Than-Temporary and Its Application to Certain Investments, ad
dresses the determination concerning when an investment is considered im
paired, whether the impairment is other than temporary, and the measurement
of the impairment loss. Also included in the FSP are accounting considerations
subsequent to the recognition of other than temporary impairment and related
disclosures about unrealized losses as a result of the other than temporary im
pairment. The FSP amends FASB Statement No. 115, Accounting for Certain
Investments in Debt and Equity Securities, FASB Statement No. 124, Account
ing for Certain Investments Held by Not for Profit Organizations, and Account
ing Principles Bulletin (APB) Opinion No. 18, The Equity Method o f Accounting
for Investments in Common Stock. The FSP also nullifies certain requirements
of Emerging Issues Task Force (EITF) Issue No. 03-1, "The Meaning of OtherThan-Temporary Impairment and Its Application to Certain Investments," and
supersedes EITF Topic No. D-44, "Recognition of Other-Than-Temporary Im
pairment upon the Planned Sale of a Security Whose Cost Exceeds Fair Value."
The FSP provides the following guidance:
•

Determine whether an investment is impaired.

•

Evaluate whether an impairment is other than temporary.

•

If the impairment is other than temporary, recognize an impair
ment loss equal to the difference between the investment's cost
and its fair value.

.31 It is important for auditors and financial institutions to understand
when an investment is impaired and may require specific treatment under the
FSP. For more information on the FSP, please visit the FASB Web site.
ARA-DEP .29
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EITF Issue No. 99-20
.32 Recognition and potential impairment issues continue to arise based
on the continued complexity of financial institution investments. EITF Issue
No. 99-20, "Recognition of Interest Income and Impairment on Purchased Bene
ficial Interest and Beneficial Interests That Continue to Be Held by a Transferor
in Securitized Financial Assets," addresses how a transferor that continues to
hold an interest in securitized financial assets, or an enterprise that purchases
a beneficial interest in securitized financial assets, should account for interest
income and impairment. FASB reached the following consensuses in develop
ment of this EITF issue:
•

The holder should recognize the excess of all cash flows at
tributable to the beneficial interest estimated at the acquisition
or transaction date over the initial investment as interest income
over the life of the beneficial interest using the effective yield
method.

•

The holder of a beneficial interest should continue to update the
estimate of cash flows over the life of the beneficial interest.

•

All cash flows estimated at the transaction date are defined as the
holder's estimate of the amount and timing of estimated future
principal and interest cash flows used in determining the pur
chase price or the holder's fair value determination for purposes
of determining a gain or loss under FASB Statement No. 125,
Accounting for Transfers and Servicing o f Financial Assets and
Extinguishments o f Liabilities.

•

An entity should retain the available for sale classification of the
interest that continues to be held by a transferor and should not
recognize as interest income over the life of that interest that con
tinues to be held by a transferor unless a portion of the unreal
ized gain or loss recorded in other comprehensive income must be
included in income as a component of the recognition of an otherthan-temporary impairment.

•

When an entity intends to sell a specifically identified benefi
cial interest classified as available for sale at a loss shortly after
the balance sheet date whose fair value is less than its carrying
amount and the entity does not expect the fair value to recover
prior to the expected time of the sale, a write-down for other-thantemporary impairment should be recognized in earnings in the
period in which the decision to sell is made.

•

When it is not practicable for a transferor to estimate the fair
value of the beneficial interest at the initial transfer date, inter
est income should not be recognized using the interest method.
In those instances, the cash basis for recognizing interest income
should be used.

.33 The EITF issue does not address when a holder of a beneficial interest
would place the interest on nonaccrual status or when a holder cannot reliably
estimate cash flows. For more information on this EITF issue, please visit the
FASB Web site.
ARA-DEP .33
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Measurements o f Fair Value in Illiquid Markets
.34 Most of the subprime mortgages making headlines were ultimately
financed via securitization issuances. As a result of the growing numbers of
defaults and foreclosures and uncertainty about the future, investors in these
securities and lenders who issued these securities have almost come to a stand
still, causing a liquidity crisis. This has caused significant declines in the val
ues of existing loans and mortgage backed securities held by both lenders
and investors given the lack of demand. This has also spread to a lack of de
mand for investments in collateralized debt obligations, as many hold securi
ties backed by subprime mortgages, and even the short-term commercial paper
market.
.35 Given the state of the market, there is confusion around the use of
market quotes and whether current market prices represent fair value in ac
cordance with FASB Statement No. 157 or are, in actuality, distressed sales.
To clarify the application of FASB Statement No. 157 in an inactive market,
FASB issued FSP FAS 157-3. This FSP also amends FASB Statement No. 157
to include an illustrative example. FSP FAS 157-3 noted the consistency be
tween the guidance provided in it and the guidance provided in the SEC and
FASB press release. Readers are encouraged to review the full text of the FSP
and the amended standard (inclusive of its recently added illustrative example)
on the FASB Web site at www.fasb.org. The FSP was effective upon issuance,
including any prior periods for which financial statements have not been is
sued. Any revisions from changes in valuation techniques or their application
shall be accounted for as a change in accounting estimate in accordance with
FASB Statement No. 154, Accounting Changes and Error Corrections—a re
placement o f APB Opinion No. 20 and FASB Statement No. 3; however, the
disclosure provisions of FASB Statement No. 154 for such revisions are not
required.
.36 FSP FAS 157-3 noted that broker (or pricing service) quotes may be
an appropriate input when measuring fair value, but they are not necessarily
determinative if an active market does not exist for the financial asset___In
weighing a broker quote as an input to a fair value measurement, an entity
should place less reliance on quotes that do not reflect the result o f market
transactions. Further, the nature of the quote (for example, whether the quote
is an indicative price or a binding offer) should be considered when weighing
the available evidence.
.37 As discussed in paragraph 7 of FASB Statement No. 157, an orderly
transaction is a transaction that assumes exposure to the market for a period
prior to the measurement date to allow for marketing activities that are usual
and customary for transactions involving such assets or liabilities; it is not a
forced transaction (for example, a forced liquidation or distress sale).
.38 Low transaction volume involving such assets does not necessarily
translate into forced sales, nor does it necessarily mean the market is inactive.
To deem a transaction forced or disorderly, persuasive evidence and judgment
are required.
.39 If transaction volume is too low to provide accurate pricing infor
mation and therefore a level 1 input, those observable transactions are to be
considered level 2 inputs or even level 3 inputs if they are significantly ad
justed. The Center for Audit Quality's (CAQ) October 2007 white paper on the
topic noted some characteristics of an inactive market are "few transactions for
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the asset, the prices are not current, price quotations vary substantially, or in
which little information is released publicly." The SEC and FASB also described
an inactive market. Their press release noted that "a significant increase in
the spread between the amount sellers are 'asking' and the price that buyers
are 'bidding', or the presence of a relatively small number o f 'bidding' parties,
are indicators that should be considered in determining whether a market is
inactive."

.40 The lack of an active market and the information obtained from it
require further analysis. According to FSP FAS 157-3, "in cases where the vol
ume and level of trading activity in the asset have declined significantly, the
available prices vary significantly over time or among market participants, or
the prices are not current, the observable inputs might not be relevant and
could require significant adjustment." Further, the SEC and FASB press re
lease noted, "in some cases using unobservable inputs (level 3) might be more
appropriate than using observable inputs (level 2); for example, when signifi
cant adjustments are required to observable inputs, it may be appropriate to
utilize an estimate based primarily on unobservable inputs." When significant
adjustments are made to an observable input (level 2), it becomes a level 3 fair
value measurement.
.41 Paragraph C85 of FASB Statement No. 157 states, "the reporting
entity may use its own data to develop unobservable inputs, provided that
there is no information reasonably available without undue cost and effort that
indicates that market participants would use different assumptions in pricing
the asset or liability." A reporting entity is prohibited from ignoring observable
transaction or assumptions that are reasonably available without undue cost
and effort.
.42 The FSP concluded, "the use of a reporting entity's own assumptions
about future cash flows and appropriately risk-adjusted discount rates is ac
ceptable when relevant observable inputs are not available." Similarly, the SEC
and FASB press release noted the following:
In some cases, multiple inputs from different sources may collectively
provide the best evidence of fair value. In these cases, expected cash
flows would be considered alongside other relevant information. The
weighting of the inputs in the fair value estimate will depend on the
extent to which they provide information about the value of an asset
or liability and are relevant in developing a reasonable estimate.

.43 The AICPA, in October 2008 (as mentioned previously in this alert),
issued a nonauthoritative Technical Practice Aid (TPA) about liquidity restric
tions. Technical Questions and Answers (TIS) section 1100.15, "Liquidity Re
strictions" (AICPA, Technical Practice Aids), provides useful information to
accountants and auditors when an entity's short-term investments (such as
money market funds) have become restricted by the fund (or its trustee). The
full TPA can be obtained from the AICPA's Web site.

Beige Book Report
.44 On October 15, 2008, the Federal Reserve District released Summary
o f Commentary on Current Economic Conditions, commonly referred to as the
Beige Book. The report summarizes anecdotal information on current economic
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conditions gathered by each FRB by district and sector. The October 2008 report
noted the following:
•

Credit conditions were tight across all districts, with several re
porting reduced credit availability for both financial and nonfinan
cial institutions.

•

Bank lending was stable or lower for both consumers and busi
nesses.

•

Lenders had become more cautious and more conservative.

•

Customers were taking steps to ensure that existing deposits were
covered by insurance and noted deposit withdrawals after reports
of bank closings during September 2008.

•

Liquidity problems existed in interbank markets along with a
higher cost of funds in several districts.

•

Businesses having difficulties in obtaining credit were also re
ported in several districts.

.45 As auditors perform their risk assessment, the Beige Book is a useful
resource to understand the environment in which depository and lending in
stitutions are operating and how current conditions may affect the assessment
of the risks of material misstatement of the financial statements. For more in
formation and the latest Beige Book report, visit www.federalreserve.gov/fomc/
beigebook/2008/.

2 0 0 8 Senior Loan Officer Opinion Survey
.46 The Federal Reserve conducts a Senior Loan Officer Opinion Survey
quarterly for availability in January and February, April and May, August, and
October and November to coincide with the meetings of the Federal Open Mar
ket Committee. The Federal Reserve occasionally conducts one or two additional
surveys annually. These reports can be obtained at www.federalreserve.gov/
boarddocs/SnLoanSurvey/.
.47

The October 2008 report noted several developments, including the

following:
•

Approximately 85 percent of domestic banks reported having
tightened lending standards on commercial and industrial (C&I)
loans to large and middle market firms since July 2008. Approx
imately 75 percent noted having tightened lending standards on
C&I loans to small firms during the same 3 month period.

•

Approximately 95 percent of U.S. banks reported having tightened
the costs of credit lines to large and medium-sized firms; nearly
90 percent reported such tightening for smaller firms.

•

Approximately 70 percent of U.S. branches and agencies of foreign
banks indicated that they had tightened their lending standards
on C&I loans since July 2008.

•

Approximately 15 percent of domestic respondents reported a re
duction in demand for C&I loans from large and middle-market
firms; 5 percent reported a weakening in demand from smaller
firms. However, 5 percent, on net, of the U.S. branches and agen
cies of foreign banks actually reported an increase in demand for
C&I loans.
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Consumer Credit Increase
.48 According to the FRB, consumer credit increased at an annual rate
of 1.25 percent in the third quarter of 2008 with revolving credit increasing
2.5 percent and nonrevolving credit increasing 0.50 percent during the quar
ter. This data is released on the 5th of each month and can be accessed at
www.federalreserve.gov/Releases/G19/.

Navigating the Credit Storm
.49 From faltering credit lines at megabanks to weakening credit lines,
the U.S. credit crisis continues to affect the industry and the overall economy.
To address this issue, many U.S. banks are altering their underwriting and
pricing practices. Bankers across the nation predict an increase in losses due
to credit card fraud, commercial loan losses, and an increase in foreclosures
during 2008. To offset these losses, many banks have begun to tighten their
underwriting standards. Federal regulators have also proposed new appraisal
guidelines for depository and lending institutions. See the "Proposed Intera
gency Appraisal and Evaluation Guidelines" section of this alert for further
discussion of this topic. Auditors should obtain an understanding of the inter
nal controls surrounding the underwriting process and inquire of any changes
to those controls as a result of the current economic environment.
The State o f the Credit Union Industry
.50 On August 20, 2008, the National Credit Union Association (NCUA)
reported that the overall financial condition of federally insured credit unions
remains strong. Call report data submitted by the nation's 7,972 federally in
sured credit unions showed that assets, loans, shares, and membership demon
strated consistent growth through the first 6 months o f the year ending June
30, 2008.
.51 Membership grew to approximately 88 million in federally insured
credit unions, and transposing recent trends, savings outpaced lending in the
first 6 months of 2008. Savings grew a substantial 7.0 percent, lending grew
3.7 percent, and assets increased 6.5 percent from January to June.
.52 The loan to share ratio remains high at 80.72 percent. With the ex
ception of declines in new automobile and other unsecured loans and lines of
credit, all major loan categories grew from December 2007 to June 2008. In
addition to the 10.1 percent increase in first mortgage real estate loans, which
represent $198.1 billion, other types of real estate loans reported 1.7 percent
growth to $92.8 billion, used automobile loans grew 3.3 percent to $92.0 billion,
unsecured credit card loans grew 1.5 percent to $30.6 billion, and all other loans
and lines of credit grew to $25.6 billion.
.53 The loan delinquency ratio increased 4 basis points, up from 0.93
percent to 0.97 percent, and the net charge-off ratio increased from 0.51 percent
to 0.71 percent during the first 6 months of 2008. The ROA ratio declined from
0.64 percent to 0.52 percent primarily due to increased funds set aside for
loan and lease losses. With savings growth outpacing loan growth in 2008, the
loan-to-share ratio declined to 80.72 percent from 83.32 percent at year-end
2007.
.54 For more information, visit www.ncua.gov/news/press_releases/2008/
MR08-0820.htm.
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False Filing o f Identity Theft to Improve Credit Rating
.55 In April 2008, the NCUA issued a warning to credit unions concerning
a scam that involves falsely filing an identity theft claim in order to improve
one's credit report and credit score. The perpetrators claim identity theft and
as a result file police reports, causing disputed accounts to be removed from
their credit reports. This improves credit reports and scores dramatically. The
improved credit scores allow the perpetrators to obtain additional credit and
loans that then go unpaid.
.56 Precautions should be taken when a credit report is obtained that re
flects that a person has been the victim of identity theft. Credit union personnel
should be aware that the loan applicant should be able to prove that he or she
was a victim of identity theft. Proof of identity theft includes the names of credit
bureaus that were notified, a police report, and a list of disputed accounts.
.57 Management must ensure they file a suspicious activity report when
they believe their credit union has been the victim of the identity theft scam.
Part 748 of the NCUA Rules and Regulations instructs management to provide
notice to the appropriate NCUA regional director, and, in the case of statechartered credit unions, to their state supervisory authority.
The State o f the Financial Services Industry1
.58 Finance companies provide lending and financing services to con
sumers (consumer financing) and to business enterprises (commercial financ
ing). A number of finance companies engage solely in consumer or commercial
financing activities; others provide both types. Examples of financial service
companies include insurance companies, businesses that provide financing to
entice the purchase of goods, and consumer finance companies.
.59 Numerous state and federal statutes affect finance companies' opera
tions. Some statutes apply only to specific types of activities. Regulations affect
ing finance companies generally are limited to matters such as loan amounts,
repayment terms, interest rates, and collateral; they generally do not address
financial accounting and reporting.

Signs o f Life From a Credit Crunch Casualty
.60 On May 9, 2008, the Wall Street Journal featured an article that
described the current state of securitized debt. Banks and other financial insti
tutions often create securities out of pools of similar loans; for example, mort
gages. During the past year these loans have suffered from the credit crisis, as
investors lost faith in these debt instruments.
.61 Securitization volumes across all assets classes are still down nearly
80 percent compared to last year and will probably be slow to recover. However,
some credit analysts believe that the rationale for certain types of securitized
debt, such as loans securitized by subprime loans, remains. Analysts contend
that demand for securitized debt backed by auto loans and corporate loans will
strengthen. Analysts also believe that debt securitized by complex instruments
such as debt obligations that pool together mortgage bonds may remain dor
mant for a long time.
1 Practitioners may also find the latest version of the AICPA's Audit Risk Alert Insurance Com
panies Industry Developments—2008 (product no. 022359) helpful when auditing financial service
companies.
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.62 As discussed previously in this alert, auditors should obtain an under
standing of the entity's objectives and strategies, and the related business risks
that may result in material misstatement of the financial statements. This un
derstanding may include the type of debt issued by the financial institution in
order to determine if management is taking appropriate measures to prevent
unexpected losses in the current environment.
The State o f the Mortgage Industry

Weekly Mortgage Bankers Association Survey
.63 On November 5, 2008, the Mortgage Bankers Association's Weekly
Mortgage Application Survey for the week ended October 31, 2008 showed a
decrease of 20.3 percent in mortgage loan application volume from the previous
week; from 476.7 to 379.9 applications. The refinance index also decreased
27.8 percent compared to the prior week. The survey covers approximately
50 percent of all U.S. retail residential mortgage applications and has been
conducted weekly since 1990.

M oney Laundering and Trends in Residential Real Estate
.64 On May 1 , 2008, the Financial Crimes Enforcement Network (FinCEN)
released a report based on an analysis of suspicious activity published by the
financial industry that highlights several transactional typologies and associ
ated illicit activities that may be perpetrated by individuals or groups in an
attempt to launder funds via residential property transactions.
.65 Included in the report is a study that confirms the increase in money
laundering in the financial institutions industry. It is important to note that
money laundering by way of real estate transaction is different than other forms
of bank fraud (for example, mortgage fraud) because those seeking to launder
money intend to make the required mortgage payments. In fact, making the
required payments is necessary for money laundering in order to disguise the
source of funds.
.66 Financial institutions in the United States have been able to identify
some possible instances of money laundering through residential real estate.
The use of real estate to launder money is also well documented internationally.
Auditors should be aware of the financial institution's policies and procedures
to assure that proper review and approval of high risk loans are followed. For
more information please refer to www.fincen.gov/news_room/.

Legislative and Regulatory Developments
Proposed Interagency Appraisal and Evaluation Guidelines
.67 On November 13, 2008 the federal bank, thrift, and credit union
regulatory agencies jointly issued proposed Interagency Appraisal and Eval
uation Guidelines that reaffirm supervisory expectations for real estate ap
praisals and evaluation practices. The proposed guidance is designed to
clarify and strengthen an entity's risk management principals and inter
nal controls to ensure that the entity's real estate collateral valuations are
reliable.
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.68 The proposed guidance incorporates recent supervisory issuances and
reflects changes in industry practice, including uniform appraisal standards
and available technologies. The proposed guidance also addresses
•

additional detail on agencies expectations for an independent ap
praisal and evaluation function;

•

greater explanation of the agencies minimal appraisal standards;

•

revision to the Uniform Standards of Professional Appraisal Prac
tice; and

•

risk focused appraisal and evaluation reviews.

.69
For more information please visit www.ots.treas.gov/?p=Press
Releases&ContentRecord_id=9700d0c5-le0b-8562-eba2-84c5dcd00a86&
ContentType_id=4cl2f337-b5b6-4c87-b45c-838958422bf3.

Bank Support for Money Market Mutual Funds
.70 On September 17, 2008, the SEC Office of the Chief Accountant clari
fied that bank support of money market mutual funds does not normally result
in a requirement to report the fund on-balance sheet. Furthermore, the Office
of the Chief Accountant believes that on-balance sheet accounting for money
market funds is not required if the investing (or sponsoring) financial institu
tion does not absorb the majority of the expected future risk associated with
the money market fund's assets. Should a situation occur where a financial
institution is exposed to a majority of expected future risk, consultation on the
issues associated with presenting money market mutual funds in the financial
statements is encouraged by the Office of the Chief Accountant.
.71

For more information visit www.sec.gov/news/press/2008/2008-205

.htm.

Temporary Guarantee Program for Money Market Funds
.72 On September 29, 2008, the U.S. Department of the Treasury began
its temporary guarantee program for money market funds. The program guar
antees the share price of any publicly traded money market fund, both retail
and institutional. The program is designed to last for three months, after which
the secretary of the Treasury will determine if the program should be extended.
.73 In order to participate in the program, eligible money market funds
must apply and pay a fee. Money market funds with net asset values per share
greater than or equal to $0.9975 as of the close of business on September 19,
2008 may participate in the program. In order to do so, money market funds
must pay 0.01 percent of 1 basis point, based on the number of shares outstand
ing on that date. Funds with per share values less than $0.9975 but greater
than $0.995 are required to pay an upfront fee of 0.015 percent, 1.5 basis points,
based on the number of shares outstanding. The fees only cover three months,
the initial duration of the program.
.74 The program provides coverage to shareholders for amounts that
they held in participating money market funds as of the close of business on
September 19, 2008. The guarantee triggers if the share price falls below $0.995.
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Interim Rule Issued to Implement Temporary Liquidity
Guarantee Program
.75 On October 23, 2008 the FDIC approved an interim rule to govern
its newly created Temporary Liquidity Guarantee Program (TLGP). The rule
is effective immediately.
.76 The TLGP has two components. One guarantees newly issued senior
unsecured debt of the participating organizations, within a certain limit, issued
between October 14, 2008 and June 30, 2009. For debt that matures after June
3 0, 2009, the guarantee remains in effect until June 3 0, 2012. The other provides
full coverage for noninterest bearing transaction deposit accounts, regardless
of dollar amount until December 31, 2009.
.77 Eligible entities generally include any FDIC insured depository insti
tution, any U.S. bank holding company, financial holding companies, and certain
U.S. savings and loan holding companies. The interim rule includes a provision
for certain otherwise ineligible holding companies or affiliates that issue debt
for the benefit of an insured institution or eligible holding company to apply for
inclusion in the program on a case-by-case basis. For more information visit
www.fdic.gov/news/news/press/2008/pr08105.html.

Interim Final Rule on Risk Based Capital
.78 On September 19, 2008, the Federal Reserve System adopted mea
sures to reduce the liquidity and other strains being experienced by money
market mutual funds. As a result, a special lending asset-backed commercial
paper (ABCP) facility was created that enables depository institutions and bank
holding companies to borrow from the FRB on a nonrecourse basis if they use
the loan proceeds to purchase certain types of ABCP from money market mu
tual funds. Banking organizations that participate in the ABCP lending facility
must acquire and hold ABCP on the balance sheet.
.79 To facilitate this lending program, an exemption from leverage and
risk based capital rules for ABCP held by a state member bank or bank holding
company as a result of participation in the program has also been adopted on
an interim basis The interim rule became effective on September 19, 2008. The
interim rule will expire on January 30, 2009 unless extended by the Governors
of the Federal Reserve System.
.80 In addition to the information provided in the preceding, the Fed
eral Reserve System Discount Window has released 20 frequently asked ques
tions (FAQs) that describe solutions on how the program will affect money
market funds, what funds are eligible for the program, what has to be re
ported, as well as other items. These FAQs and others can be accessed at www.
frbdiscountwindow.org/faqs.cfm?hdrID=14&dtlID=75.

SEC Proposes "Naked" Short Selling Antifraud Rule
.81 In March 2008, the SEC proposed antifraud Rule 10b-21 under the
Securities Exchange Act of 1934, to address failures to deliver securities asso
ciated with naked short selling. Although abusive short selling is not defined
in federal securities laws, it refers to short selling stock without having stock
availability, and intentionally failing to deliver within the three day settlement
cycle. The misrepresentation or failure to deliver is considered fraud by the
general antifraud statutes of securities laws.
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.82 The proposed rule is intended to highlight the liability of persons that
deceive specified persons about their intention or ability to deliver securities
in time for settlement, including persons who deceive their broker about their
ownership of shares and that fail to deliver securities by the settlement date.
For more information, please visit www.sec.gov/news/press/2008/2008-204.htm.

Proposed Regulation on Risk Based Lending
.83 On May 8, 2008, the FRB and Federal Trade Commission announced
proposed regulations that would require a lending institution to provide a con
sumer with a risk-based pricing notice when, based in whole or in part on the
consumer's credit report, the creditor offers or provides credit to the consumer
on terms less favorable than the terms it offers or provides to other consumers.
.84 Risk-based pricing refers to the practice of using a consumer's credit
report, which reflects his or her risk of nonpayment, in setting or adjusting the
price and other terms of credit offered or extended to a particular consumer.
Under these rules, a risk-based pricing notice would generally be provided to
the consumer after the terms of credit have been set, but before the consumer
becomes contractually obligated on the credit transaction.
.85 The proposed regulation provides a number of different approaches
that creditors may use to identify the consumers to whom they must provide
risk-based pricing notices. In addition, the proposed rule includes certain excep
tions to the notice requirement. The most significant of the exceptions permits
creditors, in lieu of providing a risk-based pricing notice to those consumers
who receive less favorable terms, to provide all of their consumers with their
credit scores and explanatory information.
.86 The proposed regulation implements Section 311 of the Fair and Ac
curate Credit Transactions Act of 2003, which amends the Fair Credit Report
ing Act. For more information, visit www.federalreserve.gov/newsevents/press/
bcreg/20080508a.htm.

NCUA to Issue Proposed Unfair or Deceptive Credit Practice Rule
.87 On May 2, 2008, the NCUA Board approved a joint proposed rule
prohibiting credit card and overdraft service practices as unfair or deceptive
under Section 5 of the Federal Trade Commission Act. The proposed rule, issued
with the FRB and OTS prohibits the following 7 practices:
1. Unfair time constraints for consumers to make payments
2. Unfair allocations of payments based on balances with different
interest rates
3. Unfair application of increased annual percentage rates to out
standing balances
4. Unfair fees for exceeding the credit limit solely because of a hold
placed on an account
5. Unfair balance computation method

6. Unfair financing of security deposits and fees for issuance or avail
ability of credit
7. Deceptive firm offers of credit

.88 The rule also requires federal credit unions (FCUs) to provide an
opportunity for a consumer to opt out of an overdraft protection program and
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would prohibit an FCU from charging a fee for an overdraft caused by a hold
placed on consumer funds in connection with the use of a debit card.

FDIC Coverage Rules for Revocable Trusts Simplified
.89 On September 26, 2008, the FDIC adopted changes to simplify the
rules for determining the amount of coverage available on revocable trust ac
counts. These accounts are also referred to as payable on death or living trust
accounts. The adopted changes, which are effective immediately, eliminate the
concept of qualifying beneficiaries, as a result virtually any beneficiary can be
named.
.90 Under the revised rules, coverage is based on the number of bene
ficiaries named in a depositor's revocable trust account. The insurance limit
is still based on $100,000 per named beneficiary. If a revocable trust account
owner has more than $500,000 in such accounts, naming more than 5 beneficia
ries, the coverage is the greater of either $500,000 or the sum of all the named
beneficiaries' share of interest in the trusts, limited to $100,000 per different
beneficiary.
.91 The new rules are effective now and apply to all existing and future
revocable trust accounts at FDIC insured institutions. For more information
visit the FDIC Web site: www.fdic.gov/news/news/press/2008/pr08086.html.

Foreclosure Prevention Proposal From the OTS
.92 On February 20, 2008, the OTS proposed a plan to help homeowners
avoid foreclosure. The homeowners in question are unable to refinance their
loan because the fair market value of the property is less than the current
outstanding loan amount. The proposal has several objectives, including the
following:
•

To identify a market driven solution that avoids new government
guarantees or assistance

•

To ensure that the motivation to "game" the system by borrowers
currently able to pay their existing loan is minimized

•

To avoid providing a windfall to borrowers and investors in prop
erties held in securitization

.93 Pursuant to the proposal, the Federal Housing Authority (FHA) would
issue a new loan to the homeowner based on the fair value of the property. The
original loan holder receives negative equity interest in the property equal to
the amount of the discount between the new loan and the unpaid balance on
the original mortgage. Once the property is sold, any amount greater than the
discount payout would be payable to the holder of the negative equity (the
owner).
.94 The OTS believes that the proposal offers a market driven solu
tion to the mortgage crisis that does not "bail out" borrowers. They also be
lieve that the negative equity created by the FHA loan could create a mar
ketable financial instrument. For more information, visit the OTS Web site at
http://files.ots.gslsolutions.com/481075.pdf.
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Illustrations of Consumer Information for Hybrid Adjustable
Rate Mortgage Products
.95 On May 29, 2008, the FRB, FDIC, OCC, OTS, and NCUA published
Illustrations o f Consumer Information for Hybrid Adjustable Rate Mortgage
Products, which is intended to assist institutions as they implement the "Con
sumer Protection Principles" section of the Interagency Statement on Subprime
Mortgage Lending (subprime statement). The illustrations present examples of
the types of consumer information that the agencies recommend institutions
provide. The illustrations are not intended as model forms and institutions will
not be required to use them. Some highlights include the following:
•

The illustrations are intended to assist institutions in providing
consumer information as discussed in the "Consumer Protection
Principles" section of the subprime statement.

•

A narrative illustration explains some of the key features of cer
tain adjustable rate mortgage (ARM) loans identified in the sub
prime statement.

•

The narrative emphasizes features that borrowers should
understand—escrow payments or their absence, prepayment
penalties, balloon payments, and premiums for no-document or
low-document loans.

•

Charts that contain numerical examples are designed to show the
potential consequences of payment shock for an ARM loan struc
tured with a reduced initial interest rate.

.96 For more information, visit www.fdic.gov/news/news/financial/2008/
fil08040.html.

Bank Secrecy Act
.97 The Bank Secrecy Act of 1970 (BSA, or otherwise known as the Cur
rency and Foreign Transactions Reporting Act) requires U.S. financial institu
tions to assist U.S. government agencies to detect and prevent money launder
ing. Specifically, the act requires financial institutions to keep records o f cash
purchases of negotiable instruments, file reports of cash transactions exceed
ing $10,000 (daily aggregate amount), and to report suspicious activity that
might signify money laundering, tax evasion, or other criminal activities. The
act was passed by the U.S. Congress in 1970. The BSA is sometimes referred
to as an anti-money laundering law (AML) or jointly as BSA/AML. For more
information visit www.fincen.gov/statutes_regs/bsa/.
Amendment to BSA
.98 The BSA was recently amended to implement enhanced due diligence
requirements with regard to accounts established or maintained by foreign
banks. Title 31 of the U.S. Code o f Federal Regulations (CFR) Part 103.176(b)
requires banks to establish risk-based due diligence policies, procedures, and
internal controls when maintaining or managing a correspondent account in
the United States for foreign banks, based on
•

an offshore banking license.

•

a banking license issued by a foreign country that has been des
ignated as noncooperative with the international AML principles
or procedures by an intergovernmental group or organization of
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which the United States is a member, and with which designation
the U.S. representative to the group concurs.
•

a banking license issued by a foreign country that has been des
ignated by the secretary of the Treasury as warranting special
measures due to money laundering concerns.

.99 In addition to the requirement to establish enhanced due diligence
policies, procedures, and controls, the bank must, at a minimum, take reason
able steps to
•

determine the identity of each of the owners of foreign banks whose
shares are not publicly traded and the nature and extent of the
ownership.

•

conduct enhanced scrutiny of such accounts to guard against
money laundering and to report suspicious activity. The level of
enhanced scrutiny is to be based on the bank's risk assessment of
the account. If appropriate, the bank should
—

obtain and review information related to the foreign
bank's AML program and assess the risk of money laun
dering within or through the foreign bank.

—

monitor transactions to, from, and through the correspon
dent account in a manner that is reasonably designed to
detect money laundering and suspicious activity.

—

obtain information from the foreign bank about the iden
tity of any person with the authority to direct transac
tions through any correspondent account that is a payable
through account, as well as the sources and the beneficial
owner of the funds or other assets in the payable through
account.

—

determine whether the foreign bank for which the corre
spondent account is maintained in turn maintains cor
respondent accounts for other foreign banks that use
the bank's foreign correspondent account. If so, the bank
must take reasonable steps to assess and mitigate money
laundering risks associated with the foreign bank's cor
respondent accounts with other foreign banks, including
the identity of those foreign banks as appropriate.

.100 The amendment was published on August 9 , 2007 and the rules are to
be applied to all correspondent accounts established on or behalf of the foreign
banks listed in 31 CFR 103.176(c) on or after February 5, 2008. The enhanced
due diligence requirements are retroactive to previously established accounts.
For any accounts established prior to February 5, 2008, the bank must have
enhanced due diligence policies, procedures and controls in place and applied
to all such accounts by May 1, 2008.

Bank Securities Activities
.101 On October 29, 2007, the SEC and FRB jointly issued final rule
Regulation R that defines the extent to which brokerage activities of banks
are subject to SEC regulations. The SEC and FRB consulted with the OCC,
FDIC, and OTS. The final rule is commonly referred to as Regulation R and
implements provisions of the Gramm-Leach-Bliley Act of 1999 (GLBA).
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.102 Regulation R defines the terms used in several of GLBA's statu
tory exceptions and includes certain related exemptions. The final rule allows
a bank, subject to certain conditions, to continue to conduct securities trans
actions for patrons as a function of the bank's trust, fiduciary, custodial, and
deposit sweep functions and to refer the patron to a securities dealer pursuant
to an existing networking agreement with the broker dealer. The regulation
also includes exemptions related to foreign securities transactions, noncusto
dial securities lending transactions conducted in an agency capacity, and the
execution of transactions other than through a broker dealer.
.103 The banking agencies (OTS, FDIC, and OCC) will develop and re
quest public comment on the record keeping rules for banks that operate under
broker exceptions as outlined in the Securities Exchange Act o f 1934 (Exchange
Act). The SEC will act as a consultant during the design of these rules, and will
establish record keeping requirements that enable banks to demonstrate com
pliance with statutory exceptions and any newly finalized rules. The banking
agencies are also revisiting the Interagency Statement on Retail Sales o f Non
deposit Investment Products to determine the appropriate revisions based on
changes implemented by the GLBA.
.104 The effective date of most of Regulation R's provisions is Septem
ber 2 8 , 2008. Banks are exempt from complying with the rules and the "broker"
exceptions in Section 3(a)(4)(B) of the Exchange Act until the first day of their
first fiscal year that commences after September 3 0 , 2008. The compliance date
for most national banks will be January 1, 2009.
.105 In addition to Regulation R, the SEC amended and adopted related
rules regarding the exemptions from the definitions broker and dealer for cer
tain securities activities conducted by banks. The adoption is made pursuant
to Regulation S of the Securities Act of 1933 and allows banks conduct riskless
principal transactions with non-U. S. persons. The SEC is also amending the
rules governing brokers in order to align these rules with the new bank broker
and dealer provisions.
.106

To view the final rule visit www.occ.treas.gov/ftp/bulletin/2007-42.

html.

FinCEN Proposal to Amend Currency Transaction Reporting
Exemption Regulations
.107 On April 23, 2008, FinCEN proposed regulations that would signifi
cantly simplify the requirements for depository institutions to exempt their el
igible customers from currency transaction reporting. The proposed rule would
amend the BSA regulation allowing depository institutions to exempt certain
persons from the requirements to report transactions in currency in excess of
$10,000, in accordance with Government Accountability Office recent recom
mendations. FinCEN also conducted research to determine if the proposed rule
was feasible.
.108 Under current BSA regulations, depository institutions may exempt
from Currency Transaction Reports (CTRs) requirements
•
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large reportable transactions in currency made by other deposi
tory institutions, government agencies, or those acting with gov
ernment authority.
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reportable transactions in currency by eligible nonlisted busi
nesses or payroll customers.

.109 FinCEN proposes the following changes be made to the current reg
ulation:
•

Depository institutions would no longer be required to file exemp
tion forms, or to annually review customers that are depository
institutions, government agencies, or agencies action on behalf of
the government.

•

Biannual review of the exempt person designation or other
phase II customers would no longer be required.

•

Depository institutions would no longer have to wait 12 months
before designating otherwise eligible phase II customers by ex
emption.

.110 FinCEN proposed rule changes to the BSA are designed to increase
the effectiveness and efficiency of BSA regulations while maintaining the use
fulness of BSA reports (such as CTRs) to law enforcement. For more information
please visit www.fincen.gov/news_room/nr/html/20080423.html.

Managing Commercial Real Estate Concentrations
in a Challenging Environment
.111 The FDIC is increasingly concerned that institutions with concen
trated commercial real estate (CRE) exposures may be vulnerable to a sus
tained downturn in real estate and should ensure that capital and allowance
for lease and loan losses (ALLL) levels are strong, and that credit risk man
agement is robust. As market conditions warrant, institutions with significant
CRE concentrations should increase capital that provides protection from unex
pected losses if market conditions deteriorate further. The FDIC issued Federal
Institutions Letter (FIL) 22-2008, Managing Commercial Real Estate Concen
trations in a Challenging Environment, in an attempt to reemphasize the im
portance of strong capital and loan loss allowances for nonmember institutions
with significant CRE and construction and development (C&D) concentrations.
.112 Institutions with significant CRE concentrations should maintain
capital and ALLL levels, as well as maintain an overall credit risk process
that reflects the principles of 2006 CRE guidance. The FDIC recommends five
risk management processes to help institutions with significant C&D and CRE
concentrations:
1. Increase strong capital levels. Due to stressed markets, strong
capital levels have been called upon to provide protection against
unexpected losses. Institutions with significant CRE and C&D ex
posure may require more capital because market uncertainty has
increased the level of unexpected losses. Management and directors
should take steps to increase capital levels to support significant
CRE and C&D concentrations.
2. Ensure that loan loss allowances are appropriate. As required by
GAAP, financial institutions should use their best judgment when
determining their ALLL. Institutions should review the collectabil
ity of CRE loans and all other exposures in order to determine if
their ALLL is a level that could cover estimated credit losses on
individual loans that become impaired.
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3. Manage C&D and CRE loan portfolios closely. It is vitally important
for institutions to maintain prudent, time-tested lending policies
during current market conditions.
4. Maintain updated financial and analytical information. Recent bor
rower financial statements, including property cash flow state
ments, rent rolls, guarantor personal statements, tax return data,
global builder and other income performance measures should be
maintained by institutions that have significant CRE concentra
tions. Management should consider if appraisals conducted during
high growth periods are reliable during periods of uncertain mar
ket changes. All appraisals should be consistent with the FDIC's
appraisal rules in Part 323 of the FDIC's Rules and Regulations
(Title 12 CFR Part 323).

5. Bolster loan infrastructure. Institutions should maintain adequate
staff with the necessary skill set to properly manage an increase
in problem loans and workouts. The institution should have a net
work of legal, underwriting, appraisal, and real estate brokerage
professionals to handle relevant issues.

.113 FDIC examiners recognize the challenges faced by many financial in
stitutions in the current CRE environment and expect each institution's board
of directors and management team to maintain robust credit risk policies. In
stitutions should also strive for strong capital and loan loss allowance levels.
.114 Auditors should note management's general attitude toward CRE
lending policies when considering an institution's internal controls. Strong CRE
lending policies and diligent oversight could assist the auditor when assessing
control risk.

Guidance on Other Real Estate
.115 On July 1, 2008, the FDIC issued FIL 62-2008, Guidance on Other
Real Estate, in order to address the current housing market, the rapid rise in
foreclosures, and the increased probability of other real estate (ORE) held by
FDIC-supervised institutions.
.116 The FDIC encourages FDIC-supervised institutions to avoid unnec
essary foreclosures of properties through loan modifications that achieve af
fordable, sustainable mortgage obligations. Due to the risk of foreclosure, these
institutions should maintain established policies and procedures for acquiring,
holding, and disposing of ORE. ORE guidance
•

explains the need to properly maintain ORE as required by
appendix A, Interagency Guidelines Establishing Standards for
Safety and Soundness, of Part 364 of the FDIC Rules and Regula
tions.

•

details the importance of expenses associated with maintaining
and protecting ORE from further deterioration.

•

addresses the need to comply with requirements for obtaining ini
tial and updated values for ORE.

•

summarizes the accounting and reporting standards for ORE in
each phase of ownership; acquisition, holding period, and disposi
tion.
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.117 For more information on ORE, please visit www.fdic.gov/news/news/
financial/2008/fil08062.html.

Housing Stabilization Measures
.118 On May 12, 2008, the U.S. House of Representatives passed a sub
stantial housing assistance package that would help struggling homeowners
avoid foreclosure and ease the growing burden of vacant housing on cities and
states. Two bills were passed, the Neighborhood Stabilization Act and the Amer
ican Housing Rescue and Foreclosure Prevention Act.
The Neighborhood Stabilization Act
.119 The Neighborhood Stabilization Act authorizes a 1 year, $7.5 million
grant program and a $7.5 billion federal loan program to help sustain neigh
borhoods and communities experiencing the highest rates of home foreclosure.
Funding could be used to rehabilitate houses not up to local codes, to make
energy efficiency improvements, and to purchase qualified houses made vacant
by foreclosure. Funding could also be used to renovate the houses for rent or
resale to income targeted families.
.120 In addition, grant recipients could use up to 8 percent of their grant
to cover operating costs such as management fees, taxes, insurance, and other
administrative fees associated with the property. The bill gives the Department
of Housing and Urban Development the ability to approve funds for the demo
lition of houses too damaged for rehabilitation. Funds are barred from use for
the demolition of public housing.
The American Housing Rescue and Foreclosure Prevention Act
.121 The American Housing Rescue and Foreclosure Prevention Act is
designed to stimulate foreclosure prevention efforts undertaken by private
lenders and mortgage servicers, provide increased liquidity in the mortgage
markets, and increase federal regulation and oversight of the lending industry.
.122 Under this bill, the FHA would encourage lenders to voluntarily for
give a portion of outstanding debt on troubled mortgages. In exchange for for
giving the debt, those mortgages would be refinanced into conventional, lower
interest mortgages guaranteed by the FHA.
.123 To qualify for the program, lenders would have to accept a payment
of no more than 85 percent of the current appraised value of the property as
payment in full on the loan. Homeowners would be eligible only if they could
reasonably be expected to repay the refinanced loan. They would also have to
share any profit from future home appreciation with the government.
.124 Another provision of the bill establishes a federal affordable housing
fund paid for by Fannie Mae and Freddie Mac, which would contribute funding
equal to 1.2 percent of their total outstanding mortgages. Only very low income
families would be eligible for assistance from this fund.
.125 Lastly, the bill provides a legal safe harbor for mortgage loan servicers
making certain loan modifications. The provision responds to concerns that
mortgage loan servicers are being discouraged from modifying loan terms to
prevent foreclosures by the fear of potential lawsuits from investors who stand
to lose profits due to loan modification.
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Updated Continuity Planning Booklet
.126 On March 19, 2008, the Federal Financial Institutions Examinations
Council released an updated business continuity planning booklet. The book
let provides guidance to bank examiners, financial institutions, and technology
service providers to identify business continuity risks. The booklet provides
guidance on the evaluation of internal controls and risk management practices
for effective continuity planning. Also included in the booklet is the addition of
enhancements to business analysis and testing discussions based on emerging
threats and lessons learned in recent years. Lastly, the booklet stresses the re
sponsibilities of management and the institution's board of directors to address
business continuity planning by considering technology, business operations,
and testing strategies for the institution.

FDIC Proposes Changes for FDICIA Institutions
.127 On November 2, 2007, the FDIC issued a proposal to amend its regu
lations that address audit and reporting requirements, internal control assess
ments, and audit committees. The proposal amends Title 12 Part 363, Annual
Independent Audits and Reporting Requirements, of the FDIC Rules and Reg
ulations, which is the FDIC's implementing regulation of Section 36 of the
Federal Deposit Insurance Act. Section 36 was added by the Federal Deposit
Insurance Corporation Improvement Act of 1991.
.128 For institutions above certain thresholds, Part 363 generally ad
dresses annual independent audits, internal control over financial reporting
assessments, compliance with designated laws and regulations, the establish
ment of independent audit committees, and related reporting requirements.
The asset-size threshold for internal control assessments is $1 billion and
the threshold for the other requirements is $500 million, measured as of the
beginning of the fiscal year. Of the 8,600 FDIC-insured institutions, approxi
mately 1,300 have $500 million or more in assets while approximately 650 have
$1 billion or more in assets.
.129 Also included in Part 363 is appendix A, Guidelines and Interpreta
tions, which is intended to assist institutions and independent public accoun
tants in understanding and complying with Section 36 and Part 363. A new
subsection of Part 363 featuring the guideline requirements has been added
based on several of the proposed changes.
.130 Some of the more significant revisions include the following:
•
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Audit committees and auditors
—

Specifies that the audit committee's duties include the ap
pointment, compensation, and oversight of the external
auditor.

—

Requires the audit committee to ensure the external au
dit engagement letter does not contain unsafe and un
sound limitation of liability provisions.

—

Requires institutions to file copies of the external audit
engagement letter with the FDIC, the appropriate federal
banking agency, and any appropriate state bank supervi
sor within 15 days of acceptance by the institution.
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—

Requires the board of directors to adopt written crite
ria for evaluating an audit committee member's indepen
dence and provide expanded guidance for boards of direc
tors to use in determining independence.

—

Clarifies that the external auditor must comply with the
Public Company Accounting Oversight Board (PCAOB)
independence standards and interpretations in addition
to the independence standards and interpretations of the
AICPA and the SEC.

—

Requires certain communications by the external audi
tor to the audit committee consistent with the require
ments for public companies. These required communi
cations include critical accounting policies, alternative
accounting treatments discussed with management, and
written communications provided to management (for ex
ample, management letters and a schedule of unadjusted
differences).

—

Establishes retention requirements for external auditor
working papers consistent with the seven-year retention
period applicable to public companies.

Management
—

Extends the time period for a nonpublic institution to file
its Part 363 annual report by 30 days. The reports will
now be due 120 days after the end of the fiscal year.

—

Permits the use of a 30-day late filing notification if
an institution is confronted with extraordinary circum
stances.

—

Requires management to state its conclusion regarding
compliance with designated safety and soundness laws
and regulations and disclose any noncompliance with
such laws.

—

Provides illustrative management reports for the state
ment of management's responsibilities, management's
assessment of compliance with laws and regulations, and
management's internal control assessment.

—

Requires management and the external auditor to iden
tify the internal control framework used to evaluate in
ternal control.

—

Requires management and the external auditor to dis
close all material weaknesses.

—

Provides relief from reporting on internal control for busi
nesses acquired during the year.

.131 Readers are encouraged to research the proposal at www.fdic.gov/
news/news/financial/2007/fil07096.html.
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Credit Industry Legislation
Credit Card Company Practices
.132 The Associated Press reported that legislation to rein in the billing
and marketing practices of credit card companies is gaining traction in
Congress. A bill introduced on April 30, 2008 would require credit card issuers
to give account holders 45 days notice of any increase in interest rates. A sim
ilar bill is pending the House of Representatives. Both bills are supported by
consumer advocacy groups and those who oppose the banking industry. In ad
dition to the bills, the FDR, OTS, and NCUA have also proposed similar curbs
to credit card practices.
Credit Union Legislation Introduced Into the Senate
.133 On May 1 , 2008, Senator Joe Lieberman introduced the Credit Union
Regulatory Improvements Act in the U.S. Senate. This bill allows, among
other things, nontraditional credit unions to offer multimillion dollar tax sub
sidized commercial loans. For more information, visit http://thomas.loc.gov/cgibin/bdquery/z?dllO:s.O2957:.

Basel II Update
.134 On November 1, 2007, the OCC approved a final rule implementing
the advanced approaches as stated in the Basel II Capital Accord. The final rule
establishes regulatory and supervisory standards for credit risk through the use
of an internal ratings based approach. The final rule also measures operational
risk through the use of an advanced measurement approach. Standards for the
review of capital adequacy and public disclosure for the largest U.S. banks are
also articulated in the final rule.
FDIC Approves Basel II—Based Standardized Approach
Capital Proposal
.135 On June 26, 2008, the Board of Directors of the FDIC approved an
interagency proposal that would provide banks with the option to adopt an al
ternative risk-based capital framework based largely upon the standardized
approach set forth in the Basel II Framework. The standardized approach is
expected to add greater risk sensitivity without creating burdensome complex
ity and should help minimize competitive inequalities between large and small
financial institutions. It is also expected that the standardized approach should
provide bank supervisors with some control over unconstrained reductions in
risk-based capital.

.136 This approach would be available to all banks except the largest and
most complex banks that are subject to the advanced approaches final rules
that were issued on December 7, 2007.
.137

Some of the key aspects of the proposal include the following:
•

Adding more risk buckets to the existing rules

•

Expanding the use of external ratings to a broader range of expo
sures

•

Expanding the recognition of credit risk mitigants, such as collat
eral and guarantees
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•

Establishing a more risk-sensitive approach for residential mort
gages based largely on loan-to-value measures

•

Increasing the capital requirements on certain off-balance sheet
exposures, including liquidity lines to asset-backed commercial
paper exposures

•

Requiring a capital charge for operational risk using the basic
indicator approach under the Basel II capital framework

.138 Currently, the agencies are seeking comment on various aspects of
the proposed framework. This includes possible changes and alternatives that
include the use of external credit ratings, especially for structured finance expo
sures. Readers of this alert are advised to monitor the progress of this proposed
rule at the FDIC Web site.

Audit and Attestation Issues and Developments
Auditing Fair Value Measurements
.139 It is management's responsibility to determine and disclose an en
tity's fair value measurements. When auditing these fair values to ensure con
formity with GAAP, auditors should consult AU section 328, Auditing Fair Value
Measurements and Disclosures (AICPA, Professional Standards, vol. 1), which
establishes standards and provides guidance for auditors. Specific types of fair
value measurements are not covered by AU section 328. For example, when
auditing the fair value of derivatives and securities, refer to AU section 332,
Auditing Derivative Instruments, Hedging Activities, and Investments in Secu
rities (AICPA, Professional Standards, vol. 1).
.140 The strongest audit evidence to support a fair value is an observable
market price in an active market. If that is not available, a valuation method
should incorporate common market assumptions. If common market assump
tions are not available or require significant adjustments, the entity may use
its own assumptions. The auditor should obtain an understanding of the en
tity's process for determining fair values, as well as whether the fair value
measurements and disclosures are in accordance with GAAP. During this test
ing, the auditor may also identify possible indicators of impairment. According
to paragraph .23 of AU section 328, "substantive tests of the fair value mea
surements may involve (a) testing management's significant assumptions, the
valuation model, and the underlying data, (b) developing independent fair value
estimates for corroborative purposes, or (c) reviewing subsequent events and
transactions."
.141 According to paragraph .48 of AU section 328, the auditor ordinarily
should add language to the letter of representations from management regard
ing the reasonableness of significant underlying assumptions. When significant
assumptions are used or they are highly subjective and the items being mea
sured at fair value are material, the auditor should consider discussing these
items with those charged with governance of the entity.

Fair Values o f Securities
.142 The guidance in AU section 332 relating to auditing the fair value
o f securities is fairly similar to the guidance in AU section 328; however, there
are some items of note for the auditor. As noted previously, quoted market
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prices in active markets are the best available audit evidence to support a fair
value. However, when they are unavailable and the valuations of securities are
obtained from a broker-dealer or another third party source based on valua
tion models, the auditor should understand the underlying valuation method
used (such as a cash flow projection). The auditor may also determine that it is
necessary to obtain quotes from more than one pricing source based on circum
stances such as an existing relationship between the entity and the valuing
entity, which could inhibit objective pricing or underlying valuation assump
tions that are highly subjective. In the context of FASB Statement No. 157
quoted prices in active markets are considered level 1 inputs.

.143 When an entity performs its own valuation, value testing procedures
to be taken by the auditor include assessing the reasonableness and appropri
ateness of the model, calculating the value using his or her own model, and
comparing the fair value with subsequent or recent transactions. Whether the
inputs to the entities' valuation model are observable or not determines their
characterization as level 2 or level 3 inputs, respectively, within FASB State
ment No. 157. When there is extensive judgment, consider using a specialist or
refer to AU section 342, Auditing Accounting Estimates (AICPA, Professional
Standards, vol. 1). Additionally, when the underlying collateral of a security sig
nificantly contributes to its fair value and collectability of the security, evidence
of the collateral should also be examined for existence, fair value, transferabil
ity, and the investor's right to the collateral.
.144 The auditor should also evaluate management's conclusions regard
ing other than temporary impairment on its securities. Examples of factors
that could cause an other than temporary impairment per paragraph .47 of AU
section 332 include the following:
•

Fair value is significantly below cost and—
—

The decline is attributable to adverse conditions specifi
cally related to the security or to specific conditions in an
industry or in a geographic area.

—

The decline has existed for an extended period of time.

—

Management does not possess both the intent and the
ability to hold the security for a period of time sufficient
to allow for any anticipated recovery in fair value.

•

The security has been downgraded by a rating agency.

•

The financial condition of the issuer has deteriorated.

•

Dividends have been reduced or eliminated, or scheduled interest
payments have not been made.

•

The entity recorded losses from the security subsequent to the end
of the reporting period.

.145 Additional factors to consider when determining whether a security
is other than temporarily impaired, as described in the September 30, 2008
press release on clarifications on fair value accounting (SEC and FASB press
release), by the SEC Office of the Chief Accountant and FASB staff, include
"length of time and the extent to which the market value has been less than cost;
the financial condition of the issuer; a n d ... the intent and ability of the holder
to retain its investment in the issuer for a period of time sufficient to allow
for any anticipated recovery in market value." The classification of an entity's
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securities is based on management's intent and ability. The auditor should ob
tain an understanding of management's classification process between trading,
available-for-sale, or held-to maturity, as well as consider the classifications in
light of the entity's current financial position.

Liquidity Restrictions
.146 As mentioned in "The State of the Economy" section of this alert,
unprecedented events occurred in the financial markets in September 2008 re
sulting in Congress appropriating up to $700 billion to purchase various assetbacked securities. Generally, many fixed income markets became extraordinar
ily illiquid in late September 2008, resulting in a substantial increase in risk
over the valuation assertion for virtually any kind of fixed income security of any
duration. There also were concerns about the possibility of significant redemp
tions from various types of funds, and some reports of certain private funds
either placing limits on redemptions, freezing the ability to redeem entirely,
or determining to commence an orderly wind-down of operations. Thus, sub
sequent events reporting considerations and assessment of the going concern
status of some entities take on added importance in the current environment.
.147 AICPA staff has issued a nonauthoritative TIS section 1100.15 ad
dressing the potential accounting and auditing implications when a fund or its
trustee imposes restrictions on a nongovernmental entity's ability to withdraw
its balance in a money market fund or other short term investment vehicle.
The TPA covers balance sheet classification, disclosures, debt covenants, sub
sequent events, and going concern considerations, among other things. The TPA
can be found at www.aicpa.org/download/acctstd/TIS1100_15.pdf.

Consideration of an Entity's Ability to Continue
as a Going Concern
.148 The consideration of an entity's ability to continue as a going concern
is required in every audit performed under generally accepted auditing stan
dards (GAAS) and is an especially important consideration in the current state
of the residential market and the overall economy. It is important to note the
time frame for this consideration is one year beyond the date of the financial
statements. If the auditor believes there is a substantial doubt on the entity's
ability to continue as a going concern, the next steps are to obtain management's
plans to mitigate the effect of such conditions and then assess the likelihood
these plans can be effectively implemented.
.149 If an auditor determines there is a substantial doubt about an en
tity's ability to continue as a going concern, the auditor should communicate
with those charged with governance of the entity in accordance with AU section
341, The Auditor's Consideration o f an Entity's Ability to Continue as a Going
Concern (AICPA, Professional Standards, vol. 1). AU section 341 provides guid
ance to an auditor with respect to evaluating whether there is substantial doubt
about an entity's ability to continue as a going concern and what the auditor
should do when a going concern exists.

Consideration of Fraud
.150 Auditors should consider the pressures financial institutions are fac
ing when planning and performing the audit engagement. Auditors have a re
sponsibility to plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement, whether
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caused by error or fraud. Paragraph .32 of AU section 316, Consideration o f
Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1),
explains that when obtaining information about the entity and its environ
ment, an auditor should consider whether the information indicates that one
or more fraud risk factors are present. The auditor should use professional judg
ment in determining whether a risk factor is present and should be considered
in identifying and assessing the risks of material misstatement due to fraud.
Paragraph .33 of AU section 316 lists three conditions generally present when
fraud exists: incentive or pressure to perpetrate fraud, an opportunity to carry
out the fraud, and attitude or rationalization to justify the fraudulent action.

Allowance for Lease and Loan Losses
.151 The ALLL represents one of the most significant estimates in a finan
cial institution's financial statements and regulatory reports. Each institution
has a responsibility for developing, maintaining, and documenting a compre
hensive, systematic process for determining the amounts of ALLL and the pro
vision for loan and lease losses (PLLL). Loans and leases should be reviewed,
at least, quarterly to determine if the ALLL amount is able to cover the esti
mated credit losses on individually evaluated loans that are determined to be
impaired as well as estimated credit losses inherent in the remainder of the
loan and lease portfolio.
.152 When estimating credit losses, consideration should be given to sev
eral significant factors that affect the collectability of the portfolio as of the
evaluation date. The historical loss experience provides a reasonable starting
point for the institution's analysis, historical losses, or even recent trends in
losses, but do not by alone form a sufficient basis to determine the appropriate
level for the ALLL. Management should also consider those qualitative or en
vironmental factors that are likely to cause estimated credit losses associated
with the institution's existing portfolio to differ from historical loss experience.
Qualitative changes include changes in internal loan policy, the nature and vol
ume of similar loans, a change in the ability and depth of management, and
legal and regulatory requirements.
.153 The principal sources of guidance on accounting for impairment in a
loan portfolio under GAAP are FASB Statement No. 5, Accounting for Contin
gencies, and FASB Statement No. 114, Accounting for Creditors for Impairment
o f a Loan— an amendment o f FASB Statements No. 5 and 15. Additionally, EITF
Topic No. D-80, "Application of FASB Statement No. 5 and No. 114 to a Loan
Portfolio," presents questions and answers that provide specific guidance on
the interaction between these two FASB statements and may be helpful when
applying them.
.154 According to paragraph .56 of AU section 312, Audit Risk and Mate
riality in Conducting an Audit (AICPA, Professional Standards, vol. 1), the risk
of material misstatement of the financial statements is generally greater when
account balances and classes of transactions are subject to estimation rather
than precise measurement because of the inherent subjectivity in estimating
future events. Auditors should consider the guidance in AU section 312 when
examining a financial institution's ALLL.
Responsibilities o f Management and Those Charged With Governance
.155 Each financial institution's management is responsible for main
taining the ALLL at an appropriate level. Management should document its
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analysis according to the standards set forth in the 2006 Federal Financial In
stitutions Examination Council Revised Policy Statement. Management's anal
ysis and evaluation is subject to review by examiners. Failure to maintain and
support ALLL in accordance with GAAP and supervisory guidance is not con
sidered sound practice. At a minimum, the institution's policies and procedures
should include
•

a well documented comprehensive process for determining the
ALLL level.

•

an effective loan review system with internal controls that include
monitoring and correct loan classification.

•

adequate data capture and reporting systems to supply informa
tion necessary to support its estimate of ALLL.

•

available information to confirm that a loan or lease determined
to be uncollectable.

•

documentation to support evaluation of any loss estimation mod
els before they are employed by the financial institution.

.156 Those charged with governance in the financial institution are re
sponsible for overseeing management's significant judgments and estimates
concerning ALLL. Generally, this oversight includes, but is not limited to, the
following:
•

Review and approval of management’s ALLL policies and proce
dures, at least annually

•

Review of management's assessment and justification of loan re
view system based on the institution's size and complexity

•

Management's assessment and justification of estimated ALLL
and PLLL amounts reported each period

•

Management's periodic validation and revision of ALLL policies

Auditing the ALLL
.157 AU section 342 paragraph .03 states that management is responsi
ble for making the accounting estimates included in the financial statements.
Estimates are based on subjective as well as objective factors and, as a result,
judgment is required to estimate an amount at the date of the financial state
ments. Management's judgment is normally based on its knowledge and expe
rience about past and current events and its assumptions about conditions it
expects to exist and courses of action it expects to take. According to AU section
342 paragraph .04, the auditor is responsible for evaluating the reasonableness
of accounting estimates made by management in the context of the financial
statements taken as a whole. As estimates are based on subjective as well as
objective factors, it may be difficult for management to establish controls over
them.
.158 AU section 342 provides guidance on auditing accounting estimates
(such as estimates of fair values, discussed previously, and estimates of loan
losses). AU section 342 discusses how an auditor obtains an understanding of
how management developed estimates, concentrating on the key factors and
assumptions used. It also discusses how the auditor evaluates the reasonable
ness of those estimates. AU section 328 establishes standards and provides
guidance on auditing fair value measurements and disclosures contained in
financial statements.
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.159 The auditor typically achieves objectives for auditing the allowances
by testing management's estimates of the allowance based on available and rel
evant information regarding loan collectability. The auditor is not responsible
for estimating the amount of the allowance or ascertaining the collectability of
each, or any, specific loan included in an institution's loan portfolio. However,
the auditor's primary objective of audit procedures for credit losses is to ob
tain reasonable assurance surrounding the loan loss estimate. Some questions
include the following:
•

Are the allowance for loan losses and the allowance for credit losses
on off-balance sheet credit exposures reasonably estimated in ac
cordance with GAAP to cover the amount of probable credit losses
inherent in the loan portfolio and in off-balance sheet financial
instruments, respectively, at the balance-sheet date?

•

Are internal controls over the allowance estimation process oper
ating effectively?

•

Is the allowance calculation properly documented and in accor
dance with current accounting and regulatory guidance?

•

Are disclosures adequate?

•

Is the allowance excessive or does it imply shortfall?

•

Is there directional consistency between credit quality indicators
(for example, charge-offs versus delinquencies, and loan-loss pro
vision levels versus allowance levels)?

Summary of Recent Auditing and Attestation Pronouncements
and Related Guidance
.160 Presented in the following table is a list of recently issued auditing
and attestation pronouncements and related guidance. This alert is intended
to be used in conjunction with Comprehensive Audit Risk Alert—2008 (product
no. 022339kk); therefore, only industry specific pronouncements and related
guidance or those of specific significance to the industry are summarized herein.
For information on auditing and attestation standards issued subsequent to
the writing of this alert, please refer to the AICPA Accounting and Auditing
Web site at www.aicpa.org/Professional+Resources/Accounting+and+Auditing.
You may also look for announcements of newly issued standards in the
CPA Letter, Journal o f Accountancy, and in the quarterly electronic newslet
ter In Our Opinion, issued by the AICPA Auditing Standards team, available at
www.aicpa.org/Professional+Resources/Accounting+and+Auditing/Audit+and+
Attest+Standards/Opinion. As a reminder, AICPA auditing and attestation
standards are applicable only to audits and attestation engagements of non
issuers.
.161 The PCAOB establishes auditing and attestation standards for au
dits of issuers. Refer to the PCAOB Web site at www.pcaob.org for information
about its activities. You may also review Audit Risk Alert SEC and PCAOB
Developments—2008 (product no. 022499kk), which summarizes recent devel
opments at both the SEC and PCAOB. This alert can be obtained by calling the
AICPA at (888) 777-7077 or by visiting www.cpa2biz.com.
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Statement on Auditing
Standards (SAS) No. 115,
Communicating Internal
Control Related Matters
Identified in an Audit (AICPA,
Professional Standards, vol. 1,
AU sec. 325)
Issue Date: October 2008
(Applicable to audits conducted
in accordance with generally
accepted auditing standards
[GAAS])

Replacing SAS No. 112, Communicating
Internal Control Related Matters
Identified in an Audit (AICPA,
Professional Standards, vol. 1, AU sec.
325A), this standard defines the terms
deficiency in internal control, significant
deficiency, and material weakness;
provides guidance on evaluating the
severity of deficiencies in internal
control identified in an audit of financial
statements; and requires the auditor to
communicate, in writing, to
management and those charged with
governance, significant deficiencies and
material weaknesses identified in an
audit. It is effective for audits of
financial statements for periods ending
on or after December 15, 2009. Earlier
implementation is permitted.

SAS No. 114, The Auditor's
Communication With Those
Charged With Governance
(AICPA, Professional Standards,
vol. 1, AU sec. 380)
Issue Date: December 2006
(Applicable to audits conducted
in accordance with GAAS)

Replacing SAS No. 61, Communication
With Audit Committees, this standard
requires the auditor to conduct two-way
communication with those charged with
governance about certain significant
matters related to the audit and also
establishes standards and provides
guidance on which matters should be
communicated, to whom they should be
communicated, and the form and timing
of the communication. It is effective for
audits of financial statements for
periods beginning on or after
December 15, 2006.

SAS No. 113, Omnibus
Statement on Auditing
Standards—2006 (AICPA,
Professional Standards, vol. 1)
Issue Date: November 2006
(Applicable to audits conducted
in accordance with GAAS)

This standard does the following:
• Revises the terminology used in
the 10 standards of AU section
150, Generally Accepted Auditing
Standards, to reflect terminology
in AU section 120, Defining
Professional Requirements in
Statements on Auditing
S t a n d a r d s (AICPA, P r o fe s s io n a l
Standards, vol. 1).
(continued)
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• Adds a footnote to the headings
before paragraphs .35 and .46 in
AU section 316, Consideration o f
Fraud in a Financial Statement
Audit (AICPA, Professional
Standards, vol. 1), to provide a
clear link between the auditor's
consideration of fraud and the
auditor's assessment of risk and
the auditor's procedures in
response to those assessed risks.
• Replaces throughout the SASs
the term completion o f fieldwork
with the term date o f the
auditor's report.
• Changes the convention for
dating the representation letter
by requiring that it be dated as of
the date of the auditor's report.
SAS Nos. 104-111, the risk
assessment standards
Issue Date: March 2006
(Applicable to audits conducted
in accordance with GAAS)

The risk assessment standards provide
extensive guidance on how to apply the
audit risk model when planning and
performing financial statement audits;
focusing on identifying and assessing the
risks of material misstatements; further
designing and performing tailored audit
procedures in response to the assessed
risks at relevant assertion levels; and
improving the linkage between the
risks, controls, audit procedures, and
conclusions. These eight SASs became
effective for audits of financial
statements for periods beginning on or
after December 15, 2006.

Statement on Standards for
Attestation Engagements
(SSAE) No. 15, An Examination
o f an Entity's Internal Control
Over Financial Reporting That
Is Integrated With an Audit of
Its Financial Statements
(AICPA, Professional Standards,
vol. 1, AT sec. 501)

This statement establishes
requirements and provides guidance
that applies when a practitioner is
engaged to perform an examination of
the design and operating effectiveness of
an entity's internal control over financial
reporting (examination of internal
control) that is integrated with an audit
of financial statements (integrated
audit). This SSAE is effective for
integrated audits for periods ending on
or after December 15, 2008. Earlier
implementation is permitted.

Issue Date: October 2008
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SSAE No. 14, SSAE Hierarchy
(AICPA, Professional Standards,
vol. 1, AT sec. 50)
Issue Date: November 2006

This standard identifies the body of
attestation literature, clarifies the
authority of attestation publications
issued by the AICPA and others,
specifies the extent of familiarity a
practitioner needs to have with various
kinds of attestation publications when
conducting an attestation engagement,
and amends the 11 attestation
standards to reflect the terminology
used in AT section 20, Defining
Professional Requirements in
Statements on Standards for Attestation
Engagements (AICPA, Professional
Standards, vol. 1). It is effective when
the subject matter or assertion is as of or
for a period ending on or after
December 15, 2006.

Interpretation No. 14,
"Reporting on Audits Conducted
in Accordance With Auditing
Standards Generally Accepted
in the United States of America
and in Accordance With
International Standards on
Auditing," of AU section 508,
Reports on Audited Financial
Statements (AICPA, Professional
Standards, vol. 1, AU sec. 9508
par. .5 6 - .59)
Issue Date: March 2002 Revised
Date: May 2008
(Interpretive publication)

This interpretation of AU section 508
addresses the application o f AU section
508 in reporting on financial statements
prepared in conformity with
International Financial Reporting
Standards (IFRS).

Interpretation No. 19, "Financial
Statements Prepared in
Conformity With International
Financial Reporting Standards
as Issued by the International
Accounting Standards Board," of
AU section 508 (AICPA,
Professional Standards, vol. 1,
AU sec. 9508 par. .93—.97)
Issue Date: May 2008
(Interpretive publication)

This interpretation of AU section 508
addresses the application of AU section
508 in reporting on financial statements
prepared in conformity with IFRS.

(continued)
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Interpretation No. 2, "Financial
Statements Prepared in
Conformity With International
Financial Reporting Standards
as Issued by the International
Accounting Standards Board," of
AU section 534, Reporting on
Financial Statements Prepared
for Use in Other Countries
(AICPA, Professional Standards,
vol. 1, AU sec. 9534 par. .05-.08)
Issue Date: May 2008
(Interpretive publication)

This interpretation o f AU section 534
addresses the application of AU section
534 in reporting on financial statements
prepared in conformity with IFRS.

Interpretation No. 3, "Financial
Statements Audited in
Accordance With International
Standards on Auditing," of AU
section 534 (AICPA, Professional
Standards, vol. 1, AU sec. 9534
par. .09-.11)
Issue Date: May 2008
(Interpretive publication)

This interpretation of AU section 534
addresses the application o f AU section
534 in audits of financial statements
prepared for use outside the United
States.

Statement of Position (SOP)
07-2, Attestation Engagements
That Address Specified
Compliance Control Objectives
and Related Controls at Entities
That Provide Services to
Investment Companies,
Investment Advisers, or Other
Service Providers (AICPA,
Technical Practice Aids, AUD
sec. 14,430)
Issue Date: October 2007
(Interpretive publication)

This statement addresses the
application of SSAEs primarily to
examination engagements in which a
practitioner reports on the suitability of
the design and operating effectiveness of
a service provider's controls in achieving
specified compliance control objectives.
Examples of the service providers
addressed by this SOP are investment
advisers, custodians, transfer agents,
administrators, and principal
underwriters that provide services to
investment companies, investment
advisers, or other service providers.

AICPA Technical Practice Aid
(TPA) Technical Questions and
Answers (TIS) section 1100.15,
"Liquidity Restrictions" (AICPA,
Technical Practice Aids)
Issue Date: October 2008
(N onauthoritative)

This question and answer discusses
auditing and accounting issues related
to withdrawal restrictions placed on
short term investments by a money
market fund or its trustee.
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TIS sections 8200.05-.16
(AICPA, Technical Practice Aids)
Issue Date: April and May 2008
(Nonauthoritative)

These questions and answers in TIS
section 8200, Internal Control, were
developed in response to common
questions received from members
regarding the implementation of SAS
Nos. 104-111. Some of the topics include
• consideration of internal controls
that are less formal or not
documented by the client.
• whether the auditor may suggest
improvements to a client's
internal control.
• assessing inherent risk in
relation to the consideration of
control risk.
• the frequency of walkthroughs
that are used as the basis for the
auditor's understanding of
internal control.
• considerations in obtaining an
understanding of, evaluating,
and documenting controls that
the auditor believes are
nonexistent or ineffective.
• assessing control risk at the
maximum level.
• considerations for developing a
substantive audit strategy.

TIS section 9120.08, "Part of an
Audit Performed in Accordance
With International Standards
on Auditing" (AICPA, Technical
Practice Aids)
Issue Date: April 2008
(Nonauthoritative)

This question and answer discusses the
implications to the principal auditor’s
report when part of an audit is
conducted by other independent
auditors in accordance with
International Standards on Auditing or
another country's auditing standards.

TIS section 9100.06, "The Effect
of Obtaining the Management
Representation Letter on Dating
the Auditor's Report" (AICPA,
Technical Practice Aids)
Issue Date: May 2007
(Nonauthoritative)

This question and answer discusses
whether the auditor is required to have
the signed management representation
letter in hand as o f the date of the
auditor's report. The question and
answer indicates that although the
auditor need not be in physical receipt of
the representation letter on the date of
the auditor's report, management will
need to have reviewed the final
representation letter and, at a
(continued)
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minimum, have orally confirmed that it
will sign the representation letter,
without exception, on or before the date
of the representations.
TIS section 8350.01, "Current
Year Audit Documentation
Contained in the Permanent
File" (AICPA, Technical Practice
Aids)
Issue Date: May 2007
(Nonauthoritative)

This question and answer discusses
whether the provisions of AU section
339, Audit Documentation (AICPA,
Professional Standards, vol. 1), related
to documentation completion and
retention, apply to current year audit
documentation maintained in the
permanent file. The question and
answer indicates that AU section 339
does apply to current year audit
documentation maintained in a
permanent file, or, for that matter,
maintained in any type of file, if the
documentation serves as support for the
current year's audit report.

AICPA Professional Issues Task
Force (PITF) Practice Alert (PA)
03-1, Audit Confirmations
(AICPA, Technical Practice Aids,
PA sec. 16,240)
Revised: June 2007
(Nonauthoritative)

This practice alert is a response to
practitioners' current concerns about
audit confirmations and includes
discussion of improving confirmation
response rates, negative versus positive
confirmation requests, nonresponses to
positive confirmations, responses to
positive confirmation requests indicating
exception, and use of electronic
confirmations among other topics.

AICPA PITF PA 07-1, Dating o f
the Auditor's Report and Related
Practical Guidance (AICPA,
Technical Practice Aids, PA sec.
16,290)
Issue Date: January 2007
(Nonauthoritative)

This practice alert provides guidance
regarding application of certain
provisions of AU section 339, primarily
related to dating the auditor's report.

Public Company Accounting
Oversight Board (PCAOB)
Auditing Standard No. 6,
Evaluating Consistency o f
Financial Statements (AICPA,
PCAOB Standards and Related
Rules, Rules of the Board,
"Standards")
Issue Date: November 15, 2008
(Applicable to audits conducted
in accordance with PCAOB
standards)

This standard and its related
amendments update the auditor's
responsibilities to evaluate and report
on the consistency of a company's
financial statements and align the
auditor's responsibilities with Financial
Accounting Standards Board (FASB)
Statement No. 154, Accounting Changes
and Error Corrections—a replacement o f
APB Opinion No. 20 and FASB
Statement No. 3. This standard also
improves the auditor reporting
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requirements by clarifying that the
auditor's report should indicate whether
an adjustment to previously issued
financial statements results from a
change in accounting principles or the
correction of a misstatement.
PCAOB Auditing Standard No.
5, An Audit o f Internal Control
Over Financial Reporting That
Is Integrated with An Audit o f
Financial Statements (AICPA,
PCAOB Standards and Related
Rules, Rules of the Board,
"Standards")
Issue Date: July 2007
(Applicable to audits conducted
in accordance with PCAOB
standards)

This standard replaces the PCAOB s
previous internal control standard,
Auditing Standard No. 2, An Audit o f
Internal Control Over Financial
Reporting Performed in Conjunction
With an Audit o f Financial Statements.
This principles-based auditing standard
is designed to increase the likelihood
that material weaknesses in internal
control will be found before they result
in material misstatement of a company's
financial statements, and, at the same
time, eliminate procedures that are
unnecessary.
Auditing Standard No. 5 is required to
be used by registered audit firms for all
audits of internal control over financial
reporting no later than for fiscal years
ending on or after November 15, 2007.
Earlier adoption is permitted and
encouraged.

PCAOB Rule 3526,
Communication with Audit
Committees Concerning
Independence (AICPA, PCAOB
Standards and Related Rules,
Rules of the Board, "Rules")
Issue Date: August 2008
(Applicable to audits conducted
in accordance with PCAOB
standards)

Rule 3526 requires the registered public
accounting firm to
• describe, in writing, to the audit
committee of the issuer, all
relationships between the
registered public accounting firm
or any affiliates of the firm and
the potential audit client or
persons in financial reporting
oversight roles at the potential
audit client that, as of the date of
the communication, may
reasonably be thought to bear on
independence;
• discuss with the audit committee
of the issuer the potential effects
of any relationships that could
impact independence, should
they be appointed as the issuer's
auditor; and
(continued)
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• document the substance of these
discussions. These discussions
should occur at least annually.
The board also adjusted the
implementation schedule for Rule 3523,
Tax Services for Persons in Financial
Reporting Oversight Roles (AICPA,
PCAOB Standards and Related Rules,
Rules of the Board, "Rules"), as it
applies to tax services. The board agreed
not to apply Rule 3523 to tax services
provided on or before December 31, 2008
when those services are provided during
the audit period and are completed
before the professional engagement
period begins. The amendments to Rule
3523 became effective August 28, 2008.
The remaining provisions of Rule 3526
became effective on September 30, 2008.
PCAOB Rule 3525, Audit
Committee Pre-approval o f
Non-audit Services Related to
Internal Control Over Financial
Reporting (AICPA, PCAOB
Standards and Related Rules,
Rules of the Board, "Rules")
Issue Date: July 2007
(Applicable to audits conducted
in accordance with PCAOB
standards)

This rule requires a registered public
accounting firm that seeks preapproval
of an issuer audit client's audit
committee to perform internal
control-related nonaudit services that
are not otherwise prohibited by the act
or the rules of the Securities and
Exchange Commission (SEC) or the
PCAOB to describe, in writing, to the
audit committee the scope of the
proposed service, discuss with the audit
committee the potential effects of the
proposed service on the firm's
independence, and document the
substance of the firm's discussion with
the audit committee. These
requirements parallel the auditor's
responsibility in seeking audit
committee preapproval to perform tax
services for an audit client under
PCAOB Rule 3524, Audit Committee
Pre-approval o f Certain Tax Services
(AICPA, PCAOB Standards and Related
Rules, Rules of the Board, "Rules"). This
rule is effective for audits of fiscal years
ending on or after November 15, 2007.

PCAOB Conforming
Amendments to the Interim
Auditing Standards (AICPA,
PCAOB Standards and Related

In conjunction with the PCAOB's
adoption of Auditing Standard No. 6, the
PCAOB also adopted a number of
conforming amendments to its interim
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Rules, Rules of the Board,
"Standards")
Issue Date: November 15, 2008
(Applicable to audits conducted
in accordance with PCAOB
standards)

standards. The conforming amendments
can be found in appendix 2 of PCAOB
Release No. 2008-001 at www.pcaob.org/
Rules/Docket_023/PCAOB_Release_No._
2008-001_Evaluating_Consistency.pdf.

PCAOB Conforming
Amendments to the Interim
Auditing Standards (AICPA,
PCAOB Standards and Related
Rules, Rules of the Board,
"Standards")
Issue Date: July 2007
(Applicable to audits conducted
in accordance with PCAOB
standards)

In conjunction with the PCAOB s
adoption of Auditing Standard No. 5, the
PCAOB also adopted a number of
conforming amendments to its interim
standards. The conforming amendments
can be found in appendix 3 of PCAOB
Release No. 2007-005A at
www.pcaob.org/Rules/Docket_021/200706-12_Release_No_2007-005A.pdf.
These amendments are effective for
audits of fiscal years ending on or after
November 15, 2007, the same effective
date of Auditing Standard No. 5.

PCAOB Release No. 2007-001,
Observations on Auditors'
Implementation o f PCAOB
Standards Relating to Auditors'
Responsibilities With Respect to
Fraud (AICPA, PCAOB
Standards and Related Rules,
"Selected SEC-Approved
PCAOB Releases")
Issue Date: January 2007
(Applicable to audits conducted
in accordance with PCAOB
standards)

This release focuses on aspects of the
PCAOB's interim auditing standards
that address the auditor's responsibility
with respect to fraud, specifically AU
section 316, Consideration o f Fraud in a
Financial Statement Audit (AICPA,
PCAOB Standards and Related Rules).
This report does not change or propose
to change any existing standard nor is
the PCAOB providing any new
interpretation of existing standards.

PCAOB Staff Questions and
Answers, Ethics and
Independence Rules Concerning
Independence, Tax Services, and
Contingent Fees (AICPA,
PCAOB Standards and Related
Rules, PCAOB Staff Guidance,
sec. 100 par. .05)
Issue Date: April 2007
(Applicable to audits conducted
in accordance with PCAOB
standards)

Topics covered include the following:
• The application of PCAOB Rule
3522(a), Tax Transactions
(AICPA, PCAOB Standards and
Related Rules, Rules of the
Board, "Rules"), when conditions
of confidentiality are imposed by
tax advisors who are not
employed by or affiliated with the
registered public accounting firm
• Whether a public accounting firm
can advise an audit client on the
tax consequences of structuring a
particular transaction
(continued)
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• Whether a registered public
accounting firm's independence is
affected by the IRS's subsequent
listing of a transaction that the
firm marketed, planned, or
opined in favor of, as described in
PCAOB Rule 3522(b)
• Clarification that the auditor
must evaluate whether a person
is in a financial reporting
oversight role at affiliates and
not just the audit client itself
• Clarification of the term other
change in employment event as it
relates to PCAOB Rule 3522(c)
PCAOB Staff Audit Practice
Alert No. 2, Matters Related to
Auditing Fair Value
Measurements o f Financial
Instruments and the Use o f
Specialists (AICPA, PCAOB
Standards and Related Rules,
PCAOB Staff Guidance, sec. 400
par. .02)
Issue Date: December 2007
(Applicable to audits conducted
in accordance with PCAOB
standards)

This practice alert highlights certain
requirements in the auditing standards
related to fair value measurements and
disclosures in the financial statements
and certain aspects of generally
accepted accounting principles that are
particularly relevant to the current
economic environment.

Statement on Standards for Attestation Engagements
No. 15 and FDICIA
.162 When reporting on a financial institution's internal control over fi
nancial reporting pursuant to the requirements of the FDICIA, the auditor's
attestation engagement is required to be performed in accordance with AT sec
tion 501A, Reporting on an Entity's Internal Control Over Financial Reporting
(AICPA, Professional Standards, vol. 2).
.163 In October 2008, the Auditing Standards Board (ASB) issued State
ment on Standards for Attestation Engagements (SSAE) No. 15, An Examina
tion o f an Entity's Internal Control Over Financial Reporting That Is Integrated
With an Audit o f Its Financial Statements (AICPA, Professional Standards,
vol. 2, AT sec. 501), which establishes standards and provides guidance to prac
titioners performing an examination of a nonissuer's internal control over fi
nancial reporting (internal control) in the context of an integrated audit (an
audit of an entity's financial statements and an examination of its internal
control). SSAE No. 15 converges the standards practitioners use for report
ing on a nonissuer's internal control with PCAOB Auditing Standards No. 5,
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An Audit o f Internal Control That is Integrated with an Audit o f Financial
Statements (AICPA, PCAOB Standards and Related Rules, Rules of the Board,
"Standards"). The new standard is effective when the subject matter or asser
tion is as of or for a period ending on or after December 15, 2008 with earlier
application permitted. Therefore it is effective for December 31, 2008 audits
o f financial institutions that are required to have an examination of internal
control over financial reporting pursuant to the requirements of the FDICIA.

.164 The new standard establishes requirements that are applicable when
an examination of internal control over financial reporting is integrated with
an audit of financial statements and contains provisions that will affect both
the auditor and the reporting company. The new standard does the following:
•

Revises the scope making it applicable only to examinations of the
design and operating effectiveness of an entity's internal control
that are integrated with an audit of the entity's financial state
ments. Therefore, AT section 501 would no longer be applicable
to examinations of the design and operating effectiveness of an
entity's internal control if the financial statements are not also
being audited or examinations of only the suitability of the design
of an entity's internal control. (Such engagements may be devel
oped and performed under AT section 101, Attest Engagements
[AICPA, Professional Standards, vol. 2]. The ASB is currently de
veloping an interpretation of AT section 101 on reporting on the
design of internal control.)

•

Requires management's written assertion about the effectiveness
of the entity's internal control to accompany the practitioner's
report.

•

Revises the terms significant deficiency and material weakness to
conform with PCAOB Auditing Standard No. 5.

•

Revises the list of deficiencies in internal control that are indica
tors of material weaknesses.

•

Eliminates the list of deficiencies that ordinarily would be consid
ered at least significant deficiencies.

•

Expands coverage of and adds discussion of a number of various
topics including, but not limited to, using a top-down approach
for identifying the most important controls to test and incorpo
rating the results of the auditor's fraud risk assessment from the
financial statement audit into planning and performing the exam
ination of internal controls.

•

Provides a definition of internal control for reports on certain in
sured depository institutions under Section 112 of FDICIA.

•

Provides an illustrative written communication from the practi
tioner to management and those charged with governance of any
significant deficiencies and material weaknesses.

.165 Readers can assess a summary of the standard and the full text of
the standard on the AICPA Web site at www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Audit+and+Attest+Standards/Authoritative+
Standards+and+Related+Guidance+for+Non-Issuers/Summaries+of+Recently
+Issued+Auditing+Standards.htm.
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Accounting Issues and Developments
Convergence With International Financial Reporting Standards
.166 Since the signing of the Norwalk Agreement by FASB and the Inter
national Accounting Standards Board (IASB), the bodies have had a common
goal—one set of accounting standards for international use. In this agreement,
each body acknowledged its commitment to the development of high quality,
compatible accounting standards that could be used for both domestic and crossborder financial reporting. In 2005 meetings, FASB and the IASB reaffirmed
their commitment to the convergence of U.S. GAAP and International Financial
Reporting Standards (IFRS). A common set of high quality, globally accepted
standards remains the long-term strategic priority of both FASB and the IASB.
.167 FASB and the IASB have undertaken several joint projects, which
are being conducted simultaneously in a coordinated manner to further the
goal of convergence of U.S. GAAP and IFRS. These ongoing joint projects ad
dress the conceptual framework, business combinations, financial statement
presentation, and revenue recognition. For more information on the status of
this project go to www.fasb.org and www.iasb.org.
SEC Eases Acceptance o f IFRS Financial Statements
.168 On December 21, 2007, the SEC took a major step toward easing
the acceptance of IFRS financial statements by adopting rules to accept from
foreign private issuers financial statements prepared in accordance with IFRS
as issued by the IASB without reconciliation to U.S. GAAP. This rule marks
an important step in the process toward the development of a single set of
high quality, globally accepted accounting standards. This rule became effective
March 4 , 2008. Readers can access this rule at www.sec.gov/rules/final/2007/338879.pdf.
.169 More than 100 countries now either require or allow the use of IFRS
for the preparation of financial statements by listed companies, and additional
countries are moving to do the same. This recent movement to IFRS outside
the United States has resulted in an increase of filings with the SEC of foreign
private issuers that represent in the footnotes to their financial statements
that their financial statements comply with IFRS as published by the IASB—
from a relative few in 2005 to approximately 110 in 2006. The SEC expects
this number will continue to increase in the future, particularly pursuant to
Canada's announced move to IFRS, as there currently are approximately 500
foreign private issuers from Canada.
.170 This movement to IFRS also has begun to affect U.S. issuers, in
particular those with a significant global footprint. For instance, certain U.S.
issuers may compete for capital globally in industry sectors in which a critical
mass of non-U.S. companies report under IFRS. Also, U.S. issuers with sub
sidiaries located in jurisdictions that have moved to IFRS may prepare those
subsidiaries' financial statements in IFRS for purposes of local regulatory or
statutory filings. Readers should remain alert to developments regarding con
vergence.
IFRS "Roadmap"
.171 On August 27, 2008, the SEC voted to publish for public comment a
proposed roadmap that could lead to the use of IFRS by U.S. issuers beginning
in 2014. The SEC would make a decision in 2011 on whether adoption of IFRS
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is in the public interest and would benefit investors. The proposed multiyear
plan sets out several milestones that, if achieved, could lead to the use of IFRS
by U.S. issuers in their filings with the SEC.

.172 The top 20 companies in each industry, as determined by market
capitalization, could elect to begin filing IFRS financial statements for fiscal
periods ending after December 15, 2009. If, in 2011, the SEC adopts IFRS for
all filers, the roadmap suggests mandatory filing for large accelerated filers
beginning in 2014, accelerated filers in 2015, and nonaccelerated filers in 2016.
The 90 day comment period ends on February 19, 2009.
.173 The proposed roadmap sets forth seven milestones that will influ
ence the SEC's decision to adopt IFRS for all filers. These milestones relate to
improvements in accounting standards, the accountability and funding of the
International Accounting Standards Committee Foundation, the improvement
in the ability to use interactive data for IFRS reporting, education and training
relating to IFRS, limited early use of IFRS where this would enhance compa
rability for U.S. investors, the anticipated timing of future rulemaking by the
SEC, and the implementation of the mandatory use of IFRS by U.S. issuers.
.174 Additionally, the roadmap discusses two alternatives for U.S. issuers
that elect to use IFRS to disclose U.S. GAAP information. Proposal A suggests
a U.S. issuer that elects to file IFRS financial statements would provide the
reconciling information from U.S. GAAP to IFRS called for under IFRS No. 1,
"First-time Adoption of International Financial Reporting Standards," in a foot
note to its audited financial statements. This information would include the re
statement of and reconciliation from prior year's financial statements and the
related disclosures.
.175 Proposal B suggests that U.S. issuers that elect to file IFRS financial
statements would provide the reconciling information from U.S. GAAP to IFRS
required under IFRS No. 1, and would also disclose on an annual basis certain
unaudited supplemental U.S. GAAP financial information covering a three year
period. This unaudited supplemental financial information would be in the form
of a reconciliation from IFRS to U.S. GAAP.
.176 The roadmap does not address how the SEC would mandate IFRS;
however, noted, an option would be for FASB to continue to be the designated
standard setter for purposes of establishing the financial reporting standards
in issuer filings with the Commission. In this option our presumption would be
that FASB would incorporate all provisions under IFRS, and all future changes
to IFRS, directly into generally accepted accounting principles as used in the
United States. This type of approach has been adopted by a significant number
of other jurisdictions when they adopted IFRS as the basis of financial reporting
in their capital markets.
.177 The full text of the roadmap can be viewed on the SEC Web site at
http://sec.gov/rules/proposed/2008/33-8982.pdf.
AICPA Launches IFRS.com Web Site
.178 The AICPA is calling for an orderly transition and reasonable time
frame of three to five years for the U.S. accounting profession to adopt IFRS.
During a FASB forum on June 16, 2008, held to facilitate an open dialogue
about whether and how to move the U.S. financial reporting system to IFRS
and define next steps in that process, it was noted that awareness of IFRS is
growing, but most believe it will take three to five years to prepare.
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.179 To assist in both awareness building and education, the AICPA
launched a new Web site, www.ifrs.com, in May 2008. The site provides current
information about developments in international convergence. The growing
acceptance of IFRS as a basis for U.S. financial reporting represents a fun
damental change for the U.S. accounting profession. Acceptance of a single set
of high-quality accounting standards for worldwide use by public companies
has been gaining momentum around the globe for the past few years.
.180 Developed by the AICPA, in partnership with its marketing and
technology subsidiary, CPA2Biz, IFRS.com provides a comprehensive set of re
sources for accounting professionals, auditors, financial managers, audit com
mittees, and other users of financial statements.
.181 The Web site features tools and resources to help CPAs get acquainted
with IFRS, the surrounding issues, and available support. Resources include a
history of convergence, a high-level overview of the differences between IFRS
and U.S. GAAP, frequently asked questions, articles, textbooks, CPE courses
and live conference training, helpful links, and assistance for audit committee
members.

FASB Accounting Standards Codification™
.182 On January 15, 2008, FASB launched the one-year verification pe
riod of the FASB Accounting Standards Codification™ (ASC). FASB ASC is
a major restructuring of accounting and reporting standards designed to sim
plify user access to all authoritative U.S. GAAP by providing all authoritative
literature in a topically organized structure. FASB ASC includes all accounting
standards issued by a standard setter within levels A -D of the current U.S.
GAAP hierarchy, including FASB, AICPA, EITF, and related literature. FASB
ASC also includes relevant authoritative content issued by the SEC, as well as
selected SEC staff interpretations and administrative guidance.
.183 The purpose of FASB ASC is not to change GAAP, but rather to
reorganize thousands of GAAP pronouncements into approximately 90 topics.
At the end of the one-year verification period, FASB is expected to formally
approve FASB ASC as the single source of authoritative U.S. accounting and
reporting standards, other than guidance issued by the SEC. At that time, FASB
will supersede all then-existing non-SEC accounting and reporting standards.
All other nongrandfathered, non-SEC accounting literature not included in the
codification will become nonauthoritative. FASB expects to approve FASB ASC
in April 2009. FASB ASC can be accessed at http://asc.fasb.org/home.
.184 Constituents are encouraged to use the online FASB ASC Research
System free of charge and provide feedback to FASB on the codification.
.185 The AICPA has published the Financial Reporting Alert FASB Codi
fication Developments—2008 (product no. 029209kk). This Financial Reporting
Alert is intended to provide a better understanding of FASB ASC, outline its
structure, as well as provide case studies on navigating the FASB ASC Research
System and perform accounting research.

Summary of Recent Accounting Pronouncements
and Related Guidance
.186 Presented in the following table is a list of recently issued ac
counting pronouncements and related guidance. This alert is intended to be
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used in conjunction with the Comprehensive Audit Risk Alert—2008 (product
no. 022339kk); therefore, only industry specific pronouncements and related
guidance or those of specific significance to the industry are summarized herein.
For information on accounting standards issued subsequent to the writing of
this alert, please refer to the AICPA Web site at www.aicpa.org and the FASB
Web site at www.fasb.org. You may also look for announcements of newly issued
standards in the CPA Letter and Journal o f Accountancy.
Recent Accounting Pronouncements and Related Guidance

FASB Statement No. 163
(May 2008)

Accounting for Financial Guarantee
Insurance Contracts— an interpretation
o f FASB Statement No. 60

FASB Statement No. 162
(May 2008)

The Hierarchy o f Generally Accepted
Accounting Principles

FASB Statement No. 161
(March 2008)

Disclosures about Derivative
Instruments and Hedging
Activities—an amendment o f FASB
Statement No. 133

FASB Statement No. 160
(December 2007)

Noncontrolling Interests in
Consolidated Financial Statements—
an amendment o f ARB No. 51

FASB Statement No. 141
(revised 2007)
(December 2007)

Business Combinations

FASB Statement No. 159
(February 2007)

The Fair Value Option for Financial
Assets and Financial
Liabilities—Including an amendment
o f FASB Statement No. 115

FASB Statement No. 158
(September 2006)

Employers' Accounting for Defined
Benefit Pension and Other
Postretirement Plans—an amendment
o f FASB Statements No. 87, 88, 106,
and 132(R)

FASB Statement No. 157
(September 2006)

Fair Value Measurements

FASB Interpretation No. (FIN) 48
(June 2006)

Accounting for Uncertainty in Income
Taxes— an interpretation o f FASB
Statement No. 109
FASB Staff Position (FSP) FIN 48-2,
Effective Date o f FASB Interpretation
No. 48 for Certain Nonpublic
Enterprises, issued in February 2008,
defers the effective date of FIN 48 for
certain nonpublic enterprises, as
defined in the FSP, to the annual
financial statements for fiscal years
beginning after December 15, 2007.
(continued)
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Recent Accounting Pronouncements and Related Guidance

FASB Emerging Issues Task
Force (EITF) Issues
(Various dates)

Go to www.fasb.org/eitPagenda.shtml
for a complete list of EITF issues.

FASB Staff Positions
(Various dates)

Go to www.fasb.org/fasb_staff_
positions/ for a complete list o f FSPs.

AICPA SOP 07-1 (AICPA,
Technical Practice Aids, ACC
sec. 10,930)

Clarification o f the Scope o f the Audit
and Accounting Guide Investment
Companies and Accounting by Parent
Companies and Equity Method
Investors for Investments in Investment
Companies
In February 2008, FASB issued FSP
SOP 07-1-1, Effective Date o f AICPA
Statement o f Position 07-1, which
indefinitely defers the effective date of
SOP 07-1. Entities that early adopted
SOP 07-1 before December 15, 2007
are permitted, but not required, to
continue to apply the provisions of the
SOP. No other entities may adopt the
provision of the SOP, subject to the
exception in the following sentence: if a
parent entity that early adopted the
SOP chooses not to rescind its early
adoption, an entity consolidated by the
parent entity that is formed or
acquired after that parent entity's
adoption of the SOP must apply the
provisions of the SOP in its
stand-alone financial statements.

TIS section 1100.15 (AICPA,
Technical Practice Aids)
(Nonauthoritative)

This question and answer discusses
auditing and accounting issues related
to withdrawal restrictions placed on
short term investments by a money
market fund or its trustee.

TIS sections 6910.25-.28 (AICPA,
Technical Practice Aids)
(Nonauthoritative)

These questions and answers discuss
financial statement presentation
considerations for investment
companies.

TIS sections 6140.20-.22 (AICPA,
Technical Practice Aids)
(Nonauthoritative)

These questions and answers discuss
not-for-profit organizations
fund-raising expenses.

TIS section 6931.08-.10 (AICPA,
Technical Practice Aids)
(Nonauthoritative)

These questions and answers discuss
various employee benefit plan topics.

AICPA Practice Guide
(Nonauthoritative)

Practice Guide on Accounting for
Uncertain Tax Positions Under FIN 48
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.187 Of the accounting pronouncements and related guidance listed in
the previous table, those having particular significance to the financial insti
tutions industry are briefly explained here. The following summaries are for
informational purposes only and should not be relied upon as a substitute for
a complete reading of the applicable standard. The Comprehensive Audit Risk
Alert—2008 and other AICPA industry-specific alerts also contain summaries
of recent pronouncements that may not be discussed here. To obtain copies of
AICPA literature, call (888) 777-7077 or visit www.cpa2biz.com.

FASB Statement No. 163
.188 In May 2008, FASB issued Statement No. 163, Accounting for Fi
nancial Guarantee Insurance Contracts—an interpretation o f FASB Statement
No. 60. The scope of FASB Statement No. 163 is limited to financial guar
antee insurance and reinsurance contracts issued by enterprises included in
FASB Statement No. 60, Accounting and Reporting by Insurance Enterprises.
Financial guarantee insurance and reinsurance contracts obligate the insur
ance enterprise to pay a claim upon the occurrence of an event o f default. This
statement does not apply to enterprises excluded from FASB Statement No 60,
financial guarantee insurance contracts that are accounted for as derivative
instruments within the scope of FASB Statement No. 133, and some insurance
contracts that are similar to financial guarantee insurance contracts issued by
insurance enterprises (such as mortgage guaranty insurance and credit insur
ance on trade receivables).
.189 The new standard clarifies how FASB Statement No. 60 applies to
financial guarantee insurance contracts issued by insurance enterprises. This
includes the recognition and measurement of premium revenue and claim lia
bilities. The statement also requires expanded disclosures about financial guar
antee insurance contracts. The provisions of FASB Statement No. 163 should
be applied on a contract-by-contract basis.
.190 The accounting and disclosure requirements of FASB Statement
No. 163 are intended to improve the comparability and quality of information
provided to users of financial statements by creating consistency; for example,
in the measurement and recognition of claim liabilities. The statement requires
that an insurance enterprise recognize a claim liability prior to an event of
default (insured event) when there is evidence that credit deterioration has
occurred in an insured financial obligation. It also requires disclosure about
(a) the risk-management activities used by an insurance enterprise to evaluate
credit deterioration in its insured financial obligations and (b) the insurance
enterprise's surveillance or watch list.
.191 FASB Statement No. 163 is effective for financial statements issued
for fiscal years beginning after December 15, 2008, and all interim periods
within those fiscal years. However, select disclosure requirements are effective
for the first period (including interim periods) beginning after the issuance of
this statement. Besides those select disclosures, early adoption is prohibited.
.192 To read FASB Statement No. 163 in its entirety, visit the FASB Web
site at www.fasb.org.

Disclosures About Derivative Instruments and Hedging Activities
.193
In March 2008, FASB issued Statement No. 161, Disclosures
about Derivative Instruments and Hedging Activities—an amendment o f FASB
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Statement No. 133. The new standard is intended to improve financial report
ing about derivative instruments and hedging activities by requiring enhanced
disclosures to enable investors to better understand their effects on an entity's
financial position, financial performance, and cash flows.

.194 The new standard improves transparency about the location and
amounts of derivative instruments in an entity's financial statements; how
derivative instruments and related hedged items are accounted for under FASB
Statement No. 133, Accounting for Derivative Instruments and Hedging A c
tivities; and how derivative instruments and related hedged items affect its
financial position, financial performance, and cash flows.
.195 FASB Statement No. 161 achieves these improvements by requir
ing disclosure of the fair values of derivative instruments and their gains and
losses in a tabular format. It also provides more information about an en
tity's liquidity by requiring disclosure of derivative features that are credit
risk-related. Finally, it requires cross-referencing within footnotes to enable
financial statement users to locate important information about derivative in
struments. It is effective for financial statements issued for fiscal years and
interim periods beginning after November 15, 2008, with early application en
couraged.

Fair Value Measurements
FASB Statement No. 157
.196 In September 2006, FASB issued Statement No. 157 to provide en
hanced guidance for using fair value to measure assets and liabilities. This
standard defines fair value and expands disclosures about fair value measure
ments. The standard applies whenever other standards require (or permit) as
sets or liabilities to be measured at fair value. The standard does not expand
the use of fair value in any new circumstances.
.197 Prior to this statement, there were different definitions of fair value,
and guidance for applying those definitions was dispersed among many account
ing pronouncements. Difference in the existing guidance created inconsisten
cies that added to the complexity in applying GAAP. FASB Statement No. 157
provides increased consistency and comparability in fair value measurements.
Expanded disclosures about the use of fair value to measure assets and liabili
ties should provide users of financial statements with better information about
the use of fair value in the financial statements, the inputs used to develop the
measurements, and the effect of the measurements on earnings (or changes in
net assets) for the period.
.198 In February 2008, FASB issued FSP FAS 157-1, A p p l i c a ti o n o f F A S B
Statement No. 157 to FASB Statement No. 13 and Other Accounting Pronounce
ments That Address Fair Value Measurements for Purposes o f Lease Classifi
cation or Measurement under Statement 13, which amends FASB Statement
No. 157, to exclude FASB Statement No. 13, Accounting for Leases, and other
accounting pronouncements that address fair value measurements for purposes
of lease classification or measurement under FASB Statement No. 13. However,
this scope exception does not apply to assets acquired and liabilities assumed
in a business combination that are required to be measured at fair value under
FASB Statement No. 141, Business Combinations, or FASB Statement No. 141
(revised 2007), Business Combinations, regardless of whether those assets and
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liabilities are related to leases. This FSP is effective upon the initial adoption
o f FASB Statement No. 157.

.199 FASB Statement No. 157 is effective for financial statements issued
for fiscal years beginning after November 15, 2007 and interim periods within
those fiscal years. Early adoption is permitted. However, in February 2008,
FASB also issued FSP FAS 157-2, Effective Date o f FASB Statement No. 157,
which is effective upon issuance. This FSP delays the effective date of FASB
Statement No. 157 until fiscal years beginning after November 15, 2008 and
interim periods within those fiscal years for fair value measurements of all
nonfinancial assets and nonfinancial liabilities, except for items that are recog
nized or disclosed at fair value in the financial statements on a recurring basis
(at least annually). The delay is intended to allow FASB and its constituents
the time to consider the various implementation issues associated with FASB
Statement No. 157. In October 2008, FASB issued FSP FAS 157-3, which clar
ifies FASB Statement No. 157's application in an inactive market and also
amends the standard to include an illustrative example. See the section of this
alert "Measurements of Fair Value in Illiquid Markets" for further discussion
of FSP FAS 157-3. Readers can access the full text o f FASB Statement No.
157 and the previously referenced FSPs on the FASB Web site at www.fasb
.org.
FASB Statement No. 159
.200 Subsequent to the issuance o f FASB Statement No. 157, FASB issued
Statement No. 159, The Fair Value Option for Financial Assets and Finan
cial Liabilities—Including an amendment o f FASB Statement No. 115. This
statement is expected to expand the use of fair value measurement, which is
consistent with FASB's long-term measurement objectives for accounting for
financial instruments. FASB Statement No. 159 allows entities to choose to
measure many financial instruments and certain other items at fair value.
FASB Statement No. 159 allows entities to choose to measure many finan
cial instruments and certain other items at fair value. The standard permits
an entity to elect the fair value option on an instrument-by-instrument ba
sis; and once the election is made, it is irrevocable. This statement's objective
is to improve financial reporting by providing entities with an opportunity to
mitigate volatility in reported earnings caused by measuring related assets
and liabilities differently, without having to apply complex hedge accounting
provisions.
.201 In addition, FASB Statement No. 159 establishes presentation
and disclosure requirements designed to facilitate comparisons between en
tities that choose different measurement attributes for similar types of as
sets and liabilities. The statement does not eliminate disclosure requirements
included in other accounting standards, such as the requirements for disclo
sures about fair value measurements included in FASB Statement No. 107,
Disclosures about Fair Value o f Financial Instruments, and FASB Statement
No. 157.
.202 FASB Statement No. 159 is effective as of the beginning of an en
tity's first fiscal year that begins after November 15, 2007. FASB and the
SEC expressed concern in the way some early adopters applied the transi
tion provisions of the standard. The CAQ issued an alert on this development
in April 2007. The alert advises auditors to exercise appropriate professional
skepticism when evaluating if a principles-based standard, such as this, is
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applied in a good faith manner consistent with those objectives and princi
ples. Specifically, the alert warns auditors to "be alert for circumstances in
which an entity proposes to adopt FASB Statement No. 159 in a manner that is
contrary to the principles and objectives outlined in the standard." The alert can
be accessed at www.thecaq.org/newsroom/pdfs/CAQPressRelease_041807a.pdf.
Readers can access the full text of FASB Statement No. 159 on the FASB Web
site at www.fasb.org.

Recent AICPA Independence and Ethics Pronouncements
.203 AICPA Audit Risk Alert Independence and Ethics Developments—
2008 (product no. 022479kk) contains a complete update on new independence
and ethics pronouncements. This alert can be obtained by calling the AICPA
at (888) 777-7077 or visiting www.cpa2biz.com. Readers should obtain this
alert to be aware of independence and ethics matters that will affect their
practice.

On the Horizon
.204 Auditors should keep abreast of auditing and accounting develop
ments and upcoming guidance that may affect their engagements. The following
sections present brief information about some ongoing projects that have par
ticular significance to the financial institutions industry or that may result in
significant changes. Remember that exposure drafts are nonauthoritative and
cannot be used as a basis for changing existing standards.
.205 The following table lists the various standard-setting bodies' Web
sites, where information may be obtained on outstanding exposure drafts, in
cluding downloading exposure drafts. These Web sites contain in-depth infor
mation about proposed standards and other projects in the pipeline. Many more
accounting and auditing projects exist in addition to those discussed here. Read
ers should refer to information provided by the various standard-setting bodies
for further information.

Web Site

Standard-Setting Body

AICPA Auditing Standards
Board (ASB)

www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Audit+and+
Attest+Standards/Auditing+Standards+
Board/

Financial Accounting Standards
Board (FASB)

www.fasb.org

Professional Ethics Executive
Committee (PEEC)

www.aicpa.org/Professional+Resources/
Professional+Ethics+Code+of+
Professional+Conduct/Professional+
Ethics/

Public Company Accounting
Oversight Board (PCAOB)

www.pcaob.org

Securities and Exchange
Commission (SEC)

www.sec.gov
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Auditing Pipeline—Nonissuers
ASB Clarity Project
.206 In response to growing concerns about the complexity of standards,
the ASB has commenced a large-scale clarity project to revise all existing audit
ing standards so they are easier to read and understand. Over the next two or
three years, the ASB will be redrafting all of the existing auditing sections con
tained in the Codification o f Statements on Auditing Standards (AU sections of
the AICPA's Professional Standards), to apply the clarity drafting conventions
and to converge with the International Standards on Auditing issued by the In
ternational Auditing and Assurance Standards Board. The ASB proposes that,
except to address current issues, all redrafted standards will become effective
at the same time. Only those standards needing to address current issues
would have earlier effective dates. The ASB believes that a single effective date
will ease the transition to, and implementation of, the redrafted standards. The
effective date will be long enough after all redrafted statements are finalized
to allow sufficient time for training and updating of firm audit methodologies.
Currently, the date is expected to be for audits of financial statements for
periods beginning no earlier than December 15, 2010. This date depends on
satisfactory progress being made, and will be amended should that prove nec
essary. See the Clarity Project Explanatory Memorandum and the discussion
paper Improving the Clarity o f ASB Standards at www.aicpa.org/Professional-tResourcesAccounting+and+AuditingAudit+and+Attest+Standards/Improving+
the+Clarity+of+ASB+Standards.htm.

Auditing Pipeline—Issuers
.207 Guidance issued by the PCAOB is included in the section of this
alert titled "Summary of Recent Auditing and Attestation Pronouncements and
Related Guidance." For more information regarding recent developments at
both the SEC and PCAOB, readers may refer to Audit Risk Alert SEC and
PCAOB Developments—2008.

Accounting Pipeline
.208 There are a number of accounting projects and pronouncements
currently in progress. For a summary of significant accounting projects and
pronouncements, refer to Comprehensive Audit Risk Alert—2008 (product no.
022339kk). Such in progress issues include the following:
•

Accounting for hedging activities exposure draft

•

Accounting for contingencies exposure draft

•

Phase 2 of the fair value project

•

Transfers of financial assets project

•

Earnings per share convergence project

•

Income tax convergence project

•

Leases project

•

Reporting discontinued operations project

•

Going concern proposed statement

•

Subsequent events proposed statement
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•

Amendments to FASB Interpretation No. (FIN) 46(R), Consoli
dation o f Variable Interest Entities (revised December 2003)—an
interpretation o f ARB No. 51, proposed statement

Proposed FASB EITF Issues and FSPs
.209 P r o p o s e d F A S B E I T F Issu es. Numerous open issues are under de
liberation by the EITF. Readers should visit the FASB Web site at www.fasb.org/
eitf/agenda.shtml for complete information.
.210 P r o p o s e d F S P s. A number of proposed FSPs are currently in
progress. Readers should visit the FASB Web site at www.fasb.org/fasb_staff_
positions/ for complete information.

Resource Central
.211 The following are various resources that practitioners engaged in
the financial institutions industry may find beneficial.

Publications
.212 Practitioners may find the following publications useful. Choose the
format best for you—online, print, or CD-ROM.
•

Audit and Accounting Guide Depository and Lending Institutions:
Banks and Savings Institutions, Credit Unions, Finance Compa
nies, and Mortgage Companies (2008) (product no. 012738kk [pa
perback], WDL-XX [online with the associated Audit Risk Alert],
or DDL-XX [CD-ROM with the associated Audit Risk Alert])

•

Audit and Accounting Guide Investment Companies (2008) (prod
uct no. 012628kk [paperback], WIN-XX [online with the associated
Audit Risk Alert], or DIN-XX [CD-ROM with the associated Audit
Risk Alert])

•

Audit Guide Analytical Procedures (2008) (product no. 012558kk
[paperback], WAN-XX [online], or DAN-XXkk [CD-ROM])

•

Audit Guide Assessing and Responding to Audit Risk in a Finan
cial Statement Audit (2006) (product no. 012456kk [paperback] or
WRA-XX [online])

•

Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (2008) (product no. 012528kk [pa
perback], WDI-XX [online], or DDI-XX [CD-ROM])

•

Audit Guide Audit Sampling (2008) (product no. 012538kk [pa
perback], WAS-XX [online], or DAS-XX [CD-ROM])

•

Audit Guide S e r v ic e O r g a n iz a tio n s : A p p l y i n g SAS N o. 70, a s
Amended (2008) (product no. 012778kk [paperback], WSV-XX [on
line], or DSV-XX [CD-ROM])

•

Comprehensive Audit Risk Alert—2008 (product no. 022339kk [pa
perback], WGE-XX [online], or DGE-XX [CD-ROM])

•

Audit Risk Alert Independence and Ethics Developments—2008
(product no. 022479kk [paperback], WIA-XX [online], or DIA-XX
[CD-ROM])

•

Audit Risk Alert SEC and PCAOB Developments—2008 (product
no. 022499kk [paperback])
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Audit Risk Alert Understanding the New Auditing Standards Re
lated to Risk Assessment (product no. 022526kk [paperback])

•

Checklists and Illustrative Financial Statements for Depository
and Lending Institutions (2008) (product no. 008919 [paperback]
or WDP-CL [online])

•

Audit and Accounting Manual (2008) (product no. 005138kk) [pa
perback], WAM-XX [online], or AAM-XX [loose leaf])

•

Accounting Trends & Techniques, 62nd Edition (product no.
009900kk [paperback] or WAT-XX [online])
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.213 Additional resources for accountants in business and industry are
the Financial Reporting Alert series, designed to be used by members of an
entity's financial management and audit committee to identify and understand
current accounting and regulatory developments affecting the entity's financial
reporting.
•

Financial Reporting Alert Current Accounting Issues and Risks—
2008 (product no. 029208kk [paperback])

•

Financial Reporting Alert FASB Codification Developments—
2008 (product no. 029209kk [paperback])

AICPA reSOURCE: Accounting and Auditing Literature
.214 The AICPA has created your core accounting and auditing library
online. AICPA reSOURCE is now customizable to suit your preferences or your
firm's needs. Or, if you prefer to have access to the entire library, that is avail
able too. Get access— anytime, anywhere—to the AICPA's latest Professional
Standards, Technical Practice Aids, Audit and Accounting Guides (more than
20), Audit Risk Alerts (more than 15), and Accounting Trends & Techniques.
To subscribe to this essential online service for accounting professionals, go to
www.cpa2biz.com.

Continuing Professional Education
.215 The AICPA offers a number of continuing professional education
(CPE) courses that are valuable to CPAs working in public practice and indus
try, including the following:
•

AICPA's Annual Accounting and Auditing Update Workshop
(2008-2009 Edition) (product no. 736184kk [text] or 187192kk
[DVD]). Whether you are in industry or public practice, this course
keeps you current and informed and shows you how to apply the
most recent standards.

•

SEC Reporting (product no. 736775kk [text] or 186756kk [DVD]).
Confidently comply with the latest SEC reporting requirements
with this comprehensive course. It clarifies new, difficult, and im
portant reporting and disclosure requirements while giving you
examples and tips for ensuring compliance.

•

International Versus U.S. Accounting: What in the World is the
Difference? (Product no. 731666kk [text]). With the fast pace of
the convergence project, understanding the differences between
IFRS and U.S. GAAP is becoming more important for businesses
of all sizes. This course outlines the major differences between
IFRS and U.S. GAAP.
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•

The International Financial Reporting Standards: An Overview
(product no. 157220kk [online] or 739750HSkk [DVD]). This
course captures a live presentation on IFRS given to the AICPA
Board of Directors.

.216 Among the many courses, Audits o f Banks and Other Financial Insti
tutions (product no. 733440kk [self study]) offers industry-specific information
you may find useful. Visit www.cpa2biz.com for a complete list of CPE courses.
Online CPE
.217 AICPA CPExpress (formerly AICPA InfoBytes), offered exclusively
through CPA2Biz.com, is the AICPA's flagship online learning product. AICPA
members pay $180 for a new subscription and $149 for the annual renewal.
Nonmembers pay $435 for a new subscription and $375 for the annual renewal.
Divided into 1-credit and 2-credit courses that are available 24 hours a day, 7
days a week, AICPA CPExpress offers hundreds of hours of learning in a wide
variety of topics. Some topics of special interest to the financial institutions
industry include the following:

.218

•

Auditing Financial Institutions: Cash, Investments, Intangibles,
Real Estate, and Deposits

•

Auditing Financial Institutions: Credit Losses

•

Auditing Financial Institutions: Equity, Capital, and Capital Dis
closures

•

Auditing Financial Institutions: Regulatory and Government Su
pervision Plus General Auditing and Reporting Issues

•

Revenue Recognition: Depository and Lending Institutions,
Health Care, Insurance, Real Estate
To register or learn more, visit www.cpa2biz.com.

Webcasts
.219 Stay plugged in to what is happening and earn CPE credit right
from your desktop. AICPA webcasts are high quality, two-hour CPE programs
that bring you the latest topics from the profession's leading experts. Broadcast
live, they allow you to interact with the presenters and join in the discussion.
If you cannot make the live event, each webcast is archived and available on
CD-ROM.
CFO Quarterly Roundtable Series
.220 The CFO Quarterly Roundtable Webcast Series, brought to you each
calendar quarter, covers a broad array of "hot topics" that successful organi
zations employ and subjects that are important to the CFO's personal success.
From financial reporting and budgeting, and forecasting to asset management
and operations, the roundtable helps CFOs, treasurers, controllers, and other
financial executives excel in their demanding roles.
SEC Quarterly Update Series
.221 The SEC Quarterly Update Webcast Series, brought to you each cal
endar quarter, showcases the profession's leading experts on what is "hot" at the
SEC. From corporate accounting reform legislation and new regulatory initia
tives to accounting and reporting requirements and corporate finance activities,
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these hard-hitting sessions will keep you "plugged in" to what is important. A
must for preparers in public companies and practitioners who have public com
pany clients, this is the place to be when it comes to knowing about the areas
of current interest at the SEC.

Member Service Center
.222 To order AICPA products, receive information about AICPA activi
ties, and find help on your membership questions, call the AICPA Service Op
erations Center at (888) 777-7077.

Hotlines
Accounting and Auditing Technical Hotline
.223
Do you have a complex technical question about GAAP, other
comprehensive bases of accounting, or other technical matters? If so, use the
AICPA's Accounting and Auditing Technical Hotline. AICPA staff will research
your question and call you back with the answer. Beginning January 14, 2008,
hotline hours were extended so that the hotline is now available from 9 a.m. to
8 p.m. on weekdays. You can reach the Technical Hotline at (877) 242-7212 or at
www.aicpa.org/Professional+Resources/Accounting+and+Auditing/Accounting+
and+Auditing+Technical+Help/.
Ethics Hotline
.224 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at (888) 777-7077.

Industry Conference
.225 The AICPA offers an annual National Banking School. The National
Banking School, next offered in May 2009, covers every major aspect of bank
operations and accounting using case studies, classroom discussion, and a sim
ulated bank environment. The AICPA also offers a National Conference on
Banks and Savings Institutions. The National Conference on Banks and Sav
ings Institutions is a three-day conference designed to update attendees on
recent developments related to audit, accounting, regulatory and legislative,
and tax issues affecting the industry. For further information about these, call
(888) 777-7077 or visit www.cpa2biz.com.

TheCAQ
.226 The CAQ, which is affiliated with the AICPA, was created to serve
investors, public company auditors, and the markets. The CAQ's mission is to
foster confidence in the audit process and to aid investors and the capital mar
kets by advancing constructive suggestions for change rooted in the profession's
core values of integrity, objectivity, honesty, and trust.
.227 To accomplish this mission, the CAQ works to make public com
pany audits even more reliable and relevant for investors in a time of grow
ing financial complexity and market globalization. The CAQ also undertakes
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research, offers recommendations to enhance investor confidence and the vital
ity of the capital markets, issues technical support for public company auditing
professionals, and helps facilitate the public discussion about modernizing busi
ness reporting. The CAQ is a voluntary membership center that supports mem
ber firms that audit or are interested in auditing public companies with edu
cation, communication, representation, and other means. To learn more about
the CAQ, visit http://thecaq.aicpa.org.

AICPA Industry Expert Panel—Depository Institutions
.228 For information about the activities of the AICPA Depository Insti
tutions Expert Panel, visit the AICPA Web site at www.aicpa.org/Professional+
Resources/Accounting+and+Auditing/Accounting+Standards/expertpanel_
depository.htm.

Industry Web Sites
.229 The Internet covers a vast amount of information that may be valu
able to auditors of financial institutions, including current industry trends and
developments. Some of the more relevant sites for auditors with financial in
stitution clients include those shown in the following table:

Web Site

Organization

Federal Deposit Insurance
Corporation

www.fdic.gov

Financial Crimes Enforcement
Network

www.fincen.gov/

Mortgage Bankers Association

www.mbaa.org/

National Credit Union
Administration

www.ncua.gov/

Office of the Comptroller of the
Currency

www.occ.treas.gov/

Office of Thrift Supervision

www.ots.treas.gov/

Board of Governors of the Federal
Reserve System

www.federalreserve.gov/

.230 The financial institutions practices of some of the larger CPA firms
may also contain industry-specific auditing and accounting information that is
helpful to auditors.
****

.231 This Audit Risk Alert replaces Bank, Credit Union, and Other De
pository and Lending Institution Industry Developments—2007/08.
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.232 The Audit Risk Alert Depository and Lending Institution Industry
Developments is published annually. As you encounter audit or industry issues
that you believe warrant discussion in next year's Audit Risk Alert, please
feel free to share them with us. Any other comments that you have about the
Audit Risk Alert would also be appreciated. You may e-mail these comments to
kbiser@aicpa.org or write to
Kenneth R. Biser, CPA, MBA
AICPA
220 Leigh Farm Road
Durham, NC 27707-8110
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Appendix—Additional W eb Resources
Here are some useful Web sites that may provide valuable information to ac
countants.

Web Site Name

Content

Web Site

American Institute
of CPAs (AICPA)

Summaries of recent
auditing and other
professional standards
as well as other AICPA
activities

www.aicpa.org
www.cpa2biz.com
www.ifrs.com

AICPA Accounting
Standards
Executive
Committee
(AcSEC)

Issues guides, technical
questions and answers,
and practice bulletins
containing financial,
accounting, and
reporting
recommendations,
among other things

www.aicpa.org/Professional+
Resource s/Accounting+and+
Auditing/Accounting+
Standards

AICPA Accounting
and Review
Services
Committee (ARSC)

Develops and issues
review and compilation
standards and
interpretations

www.aicpa.org/Profe ssional+
Resources/Accounting+and+
Auditing/Audit+and+Attest+
Standards/Accounting+and+
Review+Services+Committee

AICPA
Professional Issues
Task Force (PITF)

www.aicpa.org/Professional+
Accumulates and
Resources/Accounting+and+
considers practice
Auditing/Audit+and+Attest+
issues that appear to
Standards/Professional+
present concerns for
Issues+Task+Force
practitioners and for
disseminating
information or
guidance, as
appropriate, in the form
of practice alerts

Economy.com

Source for analysis,
data, forecasts, and
information on the
United States and
world economies

www.economy.com

The Federal
Reserve Board

Key interest rates

www.federalreserve.gov

Financial
Accounting
Standards Board
(FASB)

Summaries of recent
accounting
pronouncements and
other FASB activities

www.fasb.org
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Web Site

USA.gov

Portal through which
www.usa.gov
all government agencies
can be accessed

Government
Accountability
Office (GAO)

Policy and guidance
materials, reports on
federal agency major
rules

www.gao.gov

International
Accounting
Standards Board
(IASB)

Summaries of
International Financial
Reporting Standards
and International
Accounting Standards

www.iasb.org

International
Auditing and
Assurance
Standards Board
(IAASB)

Summaries of
International
Standards on Auditing

www.iaasb.org

International
Federation of
Accountants
(IFAC)

Information on
standards-setting
activities in the
international arena

www.ifac.org

Private Company
Financial
Reporting
Committee
(PCFRC)

Information on the
initiative to further
improve FASB's
standard-setting
process to consider
needs of private
companies and their
constituents of financial
reporting.

www.pcfr.org

Public Company
Accounting
Oversight Board
(PCAOB)

Information on
accounting and
auditing the activities
of the PCAOB and
other matters

www.pcaob.org

Securities and
Exchange
Commission (SEC)

Information on current
SEC rulemaking and
the EDGAR database

www.sec.gov
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